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Ottawa, Ontario 
Monday, 
September 10, 1962 


---At 9:30 A.M. THE HEARING RESUMED 


THE CHAIRMAN: We wilt now call the meeting 
to order. 

“This morning we have a submission from 
Lord Cobbold, formerly Governor of the Bank of England. 
I wish to welcome you this morning to the hearings 
of our Commission. We are very much indebted to you 
for coming to this country for this purpose especially 
and we Teo forward with great interest to a discussion, 
which no doubt will ensure, from the submission which 
you have placed before us. 

Perhaps you would prefer at the outset 
to make a few remarks by way of introduction to the 
subject matter and, of course, our usual practice is 
to put questions to you on various phases of the 
subject and perhaps we may just as well proceed now. 
You may be seated, or you may stand, as you wish; 
these proceedings are very informal. 

LORD COBBOLD: Thank you very much, 

Mr. Chairman and members of the Commission. 

I take it as a great compliment that you 
have invited me to come here and appear before the 
Commission and I shall a only too anxious to give 
you any assistance that is in my power. 

If I might make one or two general 
observations before we get down to ine business of 


the morning, I would like just to recall to you, sir, 
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that I have been out of this trade for more than a year, 
and am therefore rather rusty on the subject, and you 
will forgive me if I am not quite up to date in any 
comments on current affairs, because honestly since 
the end of June of last year I have not been following 
these matters as closely as I did in the preceding 
20 or 25 years. 

Secondly, I would just like to emphasize 
that I shall be speaking throughout with reference 
to the Bank of England and to United Kingdom market, 
and although I have been fortunate enough to enjoy 
very close contacts with the Bank of Canada for 25 
years or so, and have thus followed the Canadian 
scene from a distance, I lay no claim to intimate 
knowledge of Canadian banking or financial markets; 
I should therefore not presume to offer advice , 
comment or criticism on Canadian affairs. I 
would therefore ask the Commission to remember that 
in anything I say on the technical subjects I shall 
be speaking from the London angle in terms of United 
Kingdom conditions, in terms of the arrangements 
which govern sterling in the United Kingdom markets 
and in full recognition of the fact that in both 
technical matters and in more general questions of 
set-up and relationships there are very many differences 
between Canada and the United Kingdom, 

It will therefore be necessary to make 
every sort of qualification and reservation when 
translating any views which I may express into terms 


of the Canadian scene. 
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Finally, it will I am sure be obvious 
to you, sir, and to your colleagues and I would like 
to make it clear for the record, that any views I am 
expressing are entirely my own personal. views and 
do not in any way reflect. the views of the institution 
of which I was previously governor. 

I propose, sir, to divide what I have to 
say into five. sections, on which I sent you a brief 
note. Your secretary was good enough to give me 
a general indication of the points which he thought 
the Commission might like to hear from me as a 
visitor from Overseas, and I would propose to take 
the points which he underlined first, and they, 
by and large, cover the organization and set-up of 
the Bank of England, the relations of the Bank of 
England with Her Majesty's government and the relations 
of the Bank of England with the banking and financial 
community in the United Kingdom. I would, sir, if 
this is convenient, take these three different things 
separately, and would suggest that the Commissioners 
might care to ask me questions on any of these. I 
would then pass to what are more general points; the 
general effects of monetary policy on the domestic 
market and, lastly, the inter-relation of monetary 
policy with the Overseas side of things, the balance 
of payments, et cetera, and the contribution which 
Central Bank co-operation can make in the general arena 
of financial co-operation. 

As I say, I have understood that the 


Commission would particularly like to hear from Overseas 
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visitors like myself something about the organization 
and set-up in our own markets. I would like also 

to make this general observation; I have felt it would 
be more convenient to you -- and I gather that is your 
view, sir -- I shouldn't put in a great deal of material 
because I wasn't absolutely certain what sort of 
material would be of most use to you, nor do I intend 

to make statements at any length, and I think it may 

be easier for you.to get at what you want by the 

method of question and answer. 

I would, however, say this; I think there 
may be some things which come up in the course of our 
discussion on which you would like to have a more 
considered. view than I could give quickly this morning; 
if that is so, I would be most happy if that would 
suit your convenience, and that of the Commissioners, 
to send in a memorandum or notes at a later stage 
giving a more considered view. 

May I then start on the first of the five? 

THE CHAIRMAN: The first of the five, the 
organization of the Bank of England; qualifications and 
functions of the court of directors; the role of the 
committee of the treasury and the relations between 
the governor and the court. 

Would you like to make a statement on that 
point first, before questions are put? 

LORD COBBOLD: I think that would perhaps 
be convenient, sir. If I may start by saying that 
the bank is a very old institution, dating from 1694, 


The development into a modern central bank has been a 
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gradual process over the centuries and the United 
Kingdom financial machinery has grown and developed 
with and around the Bank of England. It is this 
gradual development and historical background which 
explains many of the practices and relationships of 
the London market, many of which derive from traditions 
and unwritten laws which are not applicable to markets 
where the development has been quicker or more recent. 

I emphasize this because this fact 
differentiates the practice in London from the practice 
in other centres, and it is one of the reasons why 
I say that one cannot too easily translate what 
we do into terms of what other people either do 
or should or should not do. It has always been 
the endeavour of the Bank of England to retain what 
is useful in tradition and in recognized practice, but 
at the same time to develop and to modernize. 

I say this to emphasize once again that 
I am very far from suggesting that the Bank of England 
and the London set-up would necessarily be generally 
appropriate or convenient for Canada. Although, as 
I say, there have been constant changes in development, 
the two biggest changes in the Bank of England 
structure came in two stages; the first around the 
turn of the century when the bank gradually withdrew 
from commercial business. As you will know, sir, 
for the first two hundred years, it was a highly 
competitive commercial bank and it was in the late 
eighteen hundreds and the early nineteen hundreds when 


the bank decided that they would be better out of 
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competitive commercial business, and it was only by 
withdrawing from commercial business that they could 
gain the confidence of the banking community and act 
as a modern central bank, 

The second change has taken place in the 
last thirty years, largely corresponding with the 
much greater activity of government in the financial 
business which has, of course, in terms of the long 
historical background altered the basis of relations 
between the Central Bank and the government. 

I say that change has taken place over 
the past thirty years, but I think I should specify 
a little more. The first real change was in 1931, 
and the years immediately before and immediately 
after when the exchange equalization account was 
set up and Her Majesty's government more or less took 
direct responsibilities for the foreign exchanges 
and, as you will know, the Bank of England has through- 
out acted as the advisor and operator of the exchange 
equalization account although the responsibility and 
the ultimate decisions have lain with Her Majesty's 
government. 

The second big change took place on the 
outbreak of war in September, 1939, with the setting 
up of the exchange control, which was administered 
by the Bank of England for the account of Her 
Majesty's government and with the general 
concentration of financial and banking arrangements 
in the United Kingdom for the prosecution of the 


war effort, which brought both the government and the 
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central bank into very much closer contact and gave them 
much greater responsibility for the financial 
mechanism than they had before. 

The third change was, of course, the 
Nationalization Act of 1946, to which I will refer 
in rather more detail a little bit later. The 
present court of directors consists of 16 directors, 
plus the governor and deputy governor. All eighteen 
are appointed by the Queen which, of course, means 
on the advice of the Prime Minister and the government 
of the day. There is no formal representation of 
particular interests; that is to say, there has never 
been any suggestion that industry should nominate 
a member or shipping should nominate a member,:or 
that the trade union council should nominate a member. 
The objective has been to get the best men available 
for the court of directors covering a wide cross~- 
section and making sure that there is adequate 
representation, not only on banking and finance, but 
on industry, shipping, commerce, insurance, et cetera, 
and the trade unions. 

The practice has been 
that directors have been appointed often by one 
administration for a four year term, and have more 
or less regularly been re-appointed by the same 
administration or by the administration in power 
at the time of re-appointment, and we have for long 
had a voluntary age limit of 70, and by and large 
the practice has been that people stay on and move 


out when they are at or nearing the retiring age. 
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Of the 16 directors, four can be appointed 
by the court -- and this is an important point -- 
as executive directors, and they take charge under 
the governors of the different activities of the bank, 
The court also appoints the committee of the treasury; 
that is an ancient name and sometimes causes some 
confusion because it suggests in many people's 
minds a connection with Her Majesty's treasury or 
the government. 

Of course, that is not at all the case; 
the committee of treasury is an executive committee 
of the seUrtyiéapapedy elected by the court, which 
the governors notify and consult in considerably 
more detail than it is practical to do with a court 
of 18 members. Both the court and the committee 
of treasury meet once every week and occasionally, 
in times of particular preturbation, the committee 
of treasury will meet more often than that, either 
formally or informally. 

I think it would be convenient, sir, to 
just put on the record something which I sent to you 
and which represents a statement which I made on this 
subject to the Radcliffe committee at the time, and 
which still represents the opinions which I hold. 

Would you ask, sir, whether I am audible 
in the room? 

THE CHAIRMAN: Unanimously, yes. 

LORD COBBOLD: The first responsibility 
for formulating policy, for tendering advice to 


Her Majesty's government and for market operations, 
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naturally falls on the governors. They have at their 
disposal advice and assistance from the executive 
directors and the permanent staff of the bank, but 
under the present system they also have a great 
advantage of being able to consult the part-time 
directors individually or collectively on general 
or particular matters with secrecy and continuity 
and with the directors knowing they may have to 
share responsibility for decisions which are based 
partly on the views which they individually express. 
The directors of the bank cover between 
them a very wide range of interests in banking, 
industry, commerce, trade unions, shipping and 
insurance. They are all practical men with a wide 
and up-to-date knowledge of events at home and abroad, 
and it is quite invaluable to the governors to be 
able to draw from this fund of knowledge and experience 
in formulating and executing policy and in tendering 
advice to the government. 
The functions and responsibilities of 
the part-time directors vary in the different activities 
of the bank. There is no field in which general 
knowledge of their views and even particular consultation 
is not of benefit to the governors; particularly in 
the domestic affairs of the bank both on the court 
and in sub-committees they play a very active and 


continuous role. 
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In the field of monetary policy the court is 
directly concerned with matters which are the bank's 
immediate responsibility. On the general control of 
the money market, although no formal decision is asked 
of the court except in the matter of bank rate where 
they make a formal decision, reports are regularly given 
to the court or the committee of treasury and it is 
open to either body to query the governor's policy. 

The court are not especially concerned with the 
bank's activities in foreign exchanges where the bank 
acts as agent for Her Majesty's treasury and where no 
statutory obligation lies on the bank, but here, again, 
as in other activities of the bank, the governors 
continually bear in the mind the general views of their 
colleagues, and frequently ask for individual or 
collective opinions on particular situations. 

The strength and independence of thought of the 
Bank of England derives largely from a court constituted 
on the present lines taking an active and continuous 
part in forming policy. The bank owes much of its 
standing, and the confidence which it enjoys at home 
and abroad, to the knowledge that the actions taken 
by the governor have the support of the wide experience 
of the court of directors. If the nature of the court 
were to be altered so that it were not to be composed 
of active practical men of business, or if the directors 
were to become mere figure-heads divorced from the 
real affairs of the bank, the standing of the Bank of 
England and its ability to perform its public duties 


would both be gravely prejudiced. 
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I think, sir, that concludes what I have 


to say initially on the first part. 

COMMISSIONER BROWN: Lord Cobbold, I wonder 
if I may ask you one or two questions in detail on 
this. These are things that you know about and which 
we do not. I wonder if you could tell us something 
about the recruitment and appointment of the executive 
directors. Do they come up from within the bank itself, 
or do they come from outside? 

LORD COBBOLD: Either way, sir. This, of 
course, is a rather modern development, and I would 
almost say that the bank is still feeling its way in 
this matter. I am not absolutely certain of my dates 
but, by and large, there was one executive director 
dating from about 1915 or 1916, and then this post fell into 
abeyance again. There was another executive director 
appointed in about 1933, and I think two more were 
appointed in 1938, of whom I was one. In the last 
15 years it has become more or less established that 
there should be four. The statutory rule is that the 
court may elect up to four executive directors. Of 
the present four executive directors two have been on 
the staff of the Bank of England throughout their lives. 
One came in as an adviser some 15 years ago. He was 
originally a member of the Indian Civil Service and 
was secretary to the Viceroy and he joined us after 
that, so that the origins of his career were outside 
but he had eight or nine years inside the bank before 
he became an executive director. 


The fourth also had some outside experience 
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in legal fields and had a distinguished war career. 


He came into the bank into the fairly high ranks on 
the advisory side immediately after the war. 

I think you could say that the general 
practice -- and I would not wish this to be any sort 
of commitment, but the general idea, certainly in my 
mind during my governorship, was that of the four 
executive directors the ideal was that two should be 
professional banking men and the other two should come 
in from outside, and perhaps one, or both of them, 
should. have had a considerable initial period in banking 
before they came into the court. However, I would by 
no means exclude the possibility that one, or — 
two, executive directors might come in straight from 
outside, and, indeed, in the case of the first director 
of the present regime who came in in 1933, he did come 
in directly from outside. There is no rulie about it. 
The bank is feeling its way, but that, I would say, 
is the general practice and the general theory. 

COMMISSIONER BROWN: Do they individually 
have responsibility for particular departments of the 
bank? 

LORD COBBOLD: There again that is, to some 
extent, experimental and very flexible. The arrange- 
ments in recent years and during my time were that two of 
the executive directors were generally responsibie for 
overseas matters. One was responsible for internal 
monetary matters and contact with the markets, and 
one was responsible for departmental and staff questions, 
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down on that, and it could be developed or changed as 
conditions and other matters develop. 

We have had, as I say, two on overseas 
exchange matters in recent years because that has 
been such a very important side of our activity, and 
we have found in practice that one of them is almost 
always overseas, and we need two of them in order to 
have someone regularly at base. During the war the 
arrangement was slightly different. During that time 
there was not. the same need for travel, or the possibilit 
of it. Iwas myself the executive director in charge 
of the overseas and exchange part of the bank during the 
war, and at that time I was the only one on the overseas 
side, Actually, we had only three executive directors 
during the war period. 

COMMISSIONER BROWN: With respect to the 
part-time directors I gather that they work at different 
duties as well as being members of the board? 

LORD COBBOLD: Yes, certainly. We have a 
general rule that on all committees there is a majority 
of part-time directors, so that we keep the influence of 
the court very closely at work on these committees. 

They are mainly connected with the internal administra- 
tion of the bank, with the exception of the committee 
of treasury. 

For example, there is a staff committee, 
an audit committee, a committee for the control of 
expenditure, an investments committee, and so on. 

That is mainly concerned with what 


we would call the housekeeping of the bank in which it 
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has always been the bank's tradition that the outside 


directors should keep a very firm hand on that side 
of the business. 

We do not have formal court committees on 
such things as monetary policy or the exchanges, and, 
as I said in my earlier statement, in those matters 
the services of the part-time directors would be much 
more directed towards being available to the governor, 
and the governor would consult any member of the court 
on any particular matter on which he thinks his opinion 
would be particularly valuable. Obviously there are 
some members of the court who are particularly well 
informed on overseas exchange matters, and it would be 
normal for the governor to have their views pretty well 
continuously on that..side of the house. 

COMMISSIONER BROWN: Are the meetings of the 
court more or less formal? 

LORD COBBOLD: Very highly formal. 

COMMISSIONER BROWN: In the sense that it would 
be unusual for the court not to follow your advice? 

LORD COBBOLD: Very unusual, but that does 
not mean that the court are ciphers. The semi-formal 
or accepted practice.is that the court does not over-rule 
the committee of treasury which is its own executive 
committee elected from its own members. By and large, 
if I may use slightly informal parlance, the governor 
can take it that if he has squared the committee of 
treasury he will be all right with the court. 

That is the general understanding, but in 


any important matter.on which the governor felt there wer 
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likely to be different or conflicting views then, 


speaking for myself, I would most certainly make 

quite sure before I took that matter to court that I 

had the court pretty solidly behind me by discussing 
matters with them beforehand. The committee of treasury 
is by no means a formal body, and matters would be 
discussed very fully, and a very full account taken 

of the views of the part-time directors on the 

committee of treasury. Again, as a matter of practice 
but not of statute, the committee of treasury has 

always a majority of part-time directors. 

COMMISSIONER BROWN: Are the executive director 
on the committee of treasury? 

LORD COBBOLD: There is one as a rule, but 
not more. The governor and the deputy governor are 
ex officio members of the committee of treasury. 

COMMISSIONER BROWN: If the meetings of the 
court are fairly formal what particular advantage do you 
find in having the executive directors, who are your 
full-time directors, also members of the court? 

LORD COBBOLD: More, I think, sir, asa 
matter of status, really. We try to differentiate as 
little as possible between executive directors and 
directors. They are all directors, and we have tried 
to build up a sense of corporate responsibility. Some 
of those people take a full-time responsibility and 
some of them take a part-time responsibility, but they 
speak to each other as equals. There is no question 
of the executive directors being officials or being 


in any way subservient to the directors, and we have 
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found that practically that is a very considerable 
corporate advantage. I think I would put it like that. 

COMMISSIONER BROWN: What I am getting at is 
if, in fact, the executive directors would not be 
taking any greater part in the discussion in the formal 
court meetings than the outside +- 

LORD COBBOLD: Not in the formal court 
meetings, but, of course, they would be taking part 
in the discussions day by day with the governors 
beforehand. I think your point is: Why have them 
as members of the court and as directors: In the olden 
days that was not the practice, and then the governors 
discussed policy with the officials and then took it 
to the court. As I say, it is largely a question of 
status both to make the executive director a part of the 
corporate body of the court and to give him that status 
relation with his dealing with other members of the court). 
I think,perhaps it would help you if I gave a specific 
instance, 

For example, an executive director in charge 
of the foreign exchange under the present arrangements 
would be perfectly entitled to ring up as an equal three 
or four of the other directors who he thought knew 
something in particular about Brazil, or about India, 
or about Japan, and ask him for his opinion, or to ask 
him to come in and talk to him as an equal, and not as 
an official talking to a director. 

The other side, which is also to some extent 
a status side, is that it is immensely valuable for 


the governor to be able to send an executive director ove 
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1 to international meetings. We have found that a person 
2 who is a member of the court can represent the governor 
3 of the bank at meetings of the International Monetary 
Fund or the European Payments Union, or even in dis-~ 
cussions with other central banks and at meetings with 
6 other central banks. 


It gives those persons added standing and 


7 

8 authority, and in the present day with one governor and 
9 one deputy governor who.cannot be rushing around all the 
10 time it has helped us enormously to have someone who can 
| speak as a director and not only as an official. That 
12 is true also, to some extent, in our London contacts 

13 with other banks and in touring around the provinces 

14 in Engiand. 

15 I do not say the same work could not be 

16 done as an official, but we have found it much more 

7 practical and a much better arrangement to have people 
18 speaking with that added authority, and also people who 
19 can discuss matters as equals with their part-time 

20 ep lieagues « 

a1 COMMISSIONER BROWN: The most notable 

22 contrast between the part-time directors of the Bank 

93 of England and the part-time directors of the Bank of 

2A Canada is in this business of having representation from 
25 banking and finance. It is not permitted under the 

26 Canadian statute, as you so well know. My understanding 
27 is that the practice. in England is that you do not have 
28 representatives from the clearing banks but you do have 
29 them from the merchant banking fraternity. What problems 


30 do you have about conflict of interest? Perhaps there 
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have been one or two matters that have given rise to 
public discussion recently, but in practice it does not 
appear to be a serious problem. 

LORD COBBOLD: In practice, in my experience, 
I have never found that a difficult problem. As I said 
in evidence before the Parker Tribunal, in my experience 
almost everybody has problems of conflict of interest. 

Anybody who sits on two or more boards 
of directors quite certainly has a conflict of interest 
at certain times. Lawyers, again, I think, have 
different clients, and very frequently I should think 
they are faced with a conflict of interest. Chartered 
accountants who know the business of a number of liane aren 
clients certainly do. 

My personal experience is that people who 
have reached the sort of grade that one expects of 
directors of the Bank of England know very well how 
to differentiate their interests. 

On the question of the clearing bank directors 
it has, as you say, been the general practice not to have 
directors from the clearing banks, although as a matter 
of fact there is at the moment one director from one 
of the smaller clearing banks. 

That, again, ties in a little bit with the 
historical background and the gradual development that 
I was talking about. A hundred years ago the majority 
of the court would have been from the finance houses, 
the accepting houses and private banks. The composition 
of the court has been very much changed since then, 


and I think that now there are four from the houses 
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and the majority of the directors comes from industry, 
commerce and other parts. But, it has grown up to 

be a tradition that there is a certain amount of 
accepting house-merchant bank representation on the 
court, and that has been proved extremely convenient. 

I would not by any means attempt to lay down a principle 
that there should never be a clearing bank director 
appointed. We have felt that on the whole it is easier 
to deal between the Bank of England and the clearing 
banks through the chairman of the day of the clearing 
banks committee, and that it might be embarrassing if 
Bank X were represented on the court and Bank Y were to 
provide the chairman of the clearing banks committee, 

I do not think it would be a great embarrassment, but 
it seems to fit slightly better that we should have 

the accepting house people on the court. 

As I say, I would not attempt to lay down anyth 
definite. We have, in a sense, felt our way by having 
one member of the court from one of the smaller clearing 
banks. 

COMMISSIONER MACKINTOSH: What about discount 
houses? 

LORD COBBOLD: We have always made it a 
definite rule that no member of a discount house should 
be on the court. There would be a very definite conflict 
of interest there which would be difficult and 
embarrassing. 

THE CHAIRMAN: Are there any further questions 
on this point? 


COMMISSIONER GIBSON: Lord Cobbold, I would 
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like to ask you a little more about the part of the 


executive directors. Do the executive directors and 
the governor and the deputy governor, in fact, form a 
sort of forum where the basic issues of monetary policy 
are discussed, or where policy matters are discussed? 
Do you throw out your ideas to them? 

LORD COBBOLD: Certainly, yes, not quite in 
the sense of direktorium of the oid Reichsbank, if you 
are conversant with that, which definitely had a corporat 
responsibility as an executive direktorium, because, as 
I was saying just now, we try as much as possible to 
keep part-time directors and executive directors in 
the same degree of corporate responsibility in the 
business of the bank as a whole. 

I think I ean best answer your question by 
giving you a practical picture. There is a meeting 
every day with the four executive directors and one or tw 
of the top officials which is taken either by the governe 
or the deputy governor. The governor always takes it 
on Wednesdays and Thursdays which are committee of 
treasury and court days. The economic adviser would 
also appear on those days, and then we have a rather longér 
and more general discussion. There is a morning meeting 
every other day, which is taken by either the governor 
or the deputy governor, with the four deputy directors 
and possibly one or two officials just to run through 


the business of the day. 
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COMMISSIONER GIBSON: You would be talking 


about matters of direction of monetary policy? 

LORD COBBOLD: Particularly on the two 
more important days. By and large twice a week we 
would be doing that; and, of course, very often the 
governor would call perhaps two, perhaps three, perhaps 
four executive directors, with the official particularly 
concerned with that side of the business, together with 
the economic advisors, if necessary, to discuss that 
particular problem in the ordinary course of 
administration. But you can take it that all the 
executive directors are generally acquainted with 
all aspects of what the bank is doing, and would be 
included in the discussion of a particular aspect. 
The governor would certainly not move without the 
advice and full knowledge and without full discussion 
with the executive director handling that particular 
side of the business. 

COMMISSIONER GIBSON: When you decide that 
you whould move a little this way or a little that 
way in the direction of your policy, a little tighter 
or a little easier, would it be accurate to say that 
this would. be a decision made by the governor, with 
the advice of the appropriate people, or is it to any 
extent a group decision, as in the case of the United 
States? 

LORD COBBOLD: I would say it is rather 
more the decision of. the governor. 

COMMISSIONER GIBSON: It is more the decision 


of the governor? 
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LORD COBBOLD: After consulting a great 
number of people. I think it is easier to explain 
this by taking a specific case. If one were 
discussing a bank rate move, or a tightening or 
easing up move, the general line of approach would 
be that one would discuss it first, probably, with the 
individual executive director handling that particular 
side of the business, and one would probably discuss 
it three or four times. I have known times when 
we have had up to seven meetings in a single day. 

The matter would be fully discussed with the executive 
directors and one or two of the chief officials, 
economic advisors and either contemporaneously or 

just a little later the governor would probably be 
discussing it with some or ali the outside members 

of the committee of treasury, to be sure they were 
lined up in the same direction, or to see if they 

had any comment. 

COMMISSIONER GIBSON: This is very 
interesting. If one of the executive directors 
who was not necessarily very closely related to a 
general policy decision, had a different view, would 
he, in the normal course of events, come and teil you 
that he had a different view? 

LORD COBBOLD: Certainly. And how, if 
I may say so, 

COMMISSIONER GIBSON: So, in other words, 
you would be banging the sort of major issues around 
among yourselves quite a lot? 


LORD COBBOLD: Yes, indeed. If I might 
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say so, it is very often the executive directors and 
part-time members of the committee of treasury who 
are not concerned with a particular item who bring up 
some objections which are very valid and need dis- 
posing of before you can go ahead with it. 

I have known a number of times when the 
executive director responsible for staff and internal 
administration had asked very pertinent questions from 
the point of view, as he always puts it, of "the man 
in the street". 

COMMISSIONER GIBSON: There is one other 
question I would like to ask. In the statement which 
you made to us you observed that these decisions were 
made by the court of directors knowing that they may 
have to share responsibility for decisions, based 
partly on the views which they individually expressed. 
Is there any particular significance to saying that 
the directors share responsibility for the decisions? 

LORD COBBOLD: Well, I feel so, sir. It 
has always been my view, in business generally, that 
if you ask somebody whether he thinks something is 
a good idea or not, as an outside individual he may 
give you advice or he may say what he thinks that he 
would like to hear. If he knows that he is going 
to be responsible for the decision, his attitude in 
the matter is going to be different, and he is apt 
to be a little more precise and certainly more helpful. 

COMMISSIONER GIBSON: I suppose that many 
of the decisions that are formally taken by the court, 


though, would be decisions in which some directors would 
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not have had much part? 

LORD COBBOLD: In the case of any important 
decision any member of the court would have an 
opportunity of telling the governor that he did not 
agree with it, before it was taken, and he would be 
fully entitled to say in a very loud voice if he 
did not agree with it, and he could expect to have 
his reasons dealt with. I do not say a director 
would resign. Obviously, if there is a big majority 
in favour, as in the normal course in any business, 

a lot of people are prepared to go along with the 
majority, having expressed their individual view. 

He would have a full opportunity of having his ebjections 
considered. 

COMMISSIONER GIBSON: In making your 
statement you are emphasizing your view that directors 
ought to speak up and make their own position quite 
clear? 

LORD COBBOLD: I think, to their colleagues, 
but not afterwards. I should take a poor view if 
somebody got up immediately after the decision is 
taken and said they did not agree with it. But, 
certainly, in the course of decision-forming directors 
have the full right to make their viess known. 

I should regard it as part of the business 
of the governor to know their views generally, not as to 
whether bank rate should be 5+ or 5s per cent, but the 
governor would normally know currently, by seeing 
all the part-time directors a couple of times a week, 


probably, for a chat or talk, what their view was about 
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whether there was too much economic activity or too 
little. One would reckon to know their mind currently, 
without necessarily consulting them.on every particular 
point. If I knew fourteen members of the court, say, 
generally thought we ought to tighten up a bit and 
two thought we ought to loosen up a bit, I should have 
some very long conversations with the two before we 
took. .it to the formal decision. Do I make myself 
clear? 

COMMISSIONER GIBSON: Yes, thank you very 
much, 

COMMISSIONER BROWN: Lord Cobbold, if it 
is a decision like that, I gather you would consult, 
first, the committee of the treasury, and that after 
that you would probably have individual consultations 
with most of.the part-time directors before the court 
met? 

LORD COBBOLD: It is awfully difficult | 
to say; sometimes, yes. Normally, to avoid undue 
embarrassment, one would not put specific problems 
to other members of the court of directors, before 
the formal meeting. Again, if I may take a 
specific instance, if we were considering raising the 
bank rate from 5 to 54 per.cent, for example, I would 
make it my business to ascertain in the week preceding that 
that the body of opinion of the part-time directors was 
that they thought there ought to be some tightening, 
without necessarily consulting them on a specific 
move at a specific time. 


COMMISSIONER MACKINTOSH: You would feel it 


; | 26 sees : na / 
: r. o 
iy i. a 7 Tar | 


oot to yivisos ‘seus doumeoet m9 dsenw fy 


et sit te ee pi as ili 
LVitnetino bpim todd word of soot Steen setvaat | 


ausfvolsiisq ytoeve mo modt gnidfurestoo ylirseasoon meannd yi lg. 


me 
i> aay 
“ 


1. 
2 a “ 
1 


* 


vse .daysoo edt to eredmem meetivo? went T Pa stator | 


= 
~se 
ty 
aa 


a ~ baa dtd s quytedsdgit ot igure ow argued vissxeneg |g 
i: 
eved bivona I .tid s qu mesool ot tdguo sw deiguorid. — 


tial 


ow eroted ows edd Adiw anotésatevroo gnol yrev smoa 


“e roe 
eeu ae! 
oon 


qloay ollsm I of .sobetoeb Lemi0? end od ¢hisloot |p 
| . 
| a 2 oy taon Tekeko Tp 
yusv woy Ansdt .aeY sMWO24LD HAUT ABI MMOD a 


dt tb  ~bLoddoO Brod sMWOHG AAMCLSSIMMOD . 5 1) Se 


. 
— — ” . 
: a —— ae 


a ry 


inanco biluoow voy terptag I ytsdd exitl mnotatosb «a at - 


yatts tedd bos .yiwasosd ort to sstdiamos afd. satkt 


a 


wf 
¢ 


— _ 


anotdstiaenoo Levnbivibat eved yidsdoug binow voy tsdi 


dxuvop sat etoted eiotesetib omtd-dusq edd ‘Yo teom Adiw 


~ 


them 


a & 


dfyottitp yvilwtwe et JI sG@s0aaGOd dAoT 


r 
S25 SS 2 Ore oe et ee 
e PA ® > on — ce - 4 —_- 

= nO gr eg OT LIED LIA LA 
ps % 
bed 

i —_ 

— > 


subruy btove ot MLL sartoM eaSy .womitemoe iysa od et 
amefdotq ok tloeqe tuq tom binow smo _~dresaastisdas ey 
; stoled avetessib lo dryoo orld to eredmem storlto oF ce 
: s ovsd yam IT tt vabesA .gntteom Lsarrot ois Boo 
: edit grite tat anbtebhencs: stew ow tk .sonavant ob tiosge | <i 
: blyow I ,esfqmaxe cot ineo veq 42 o¢ @ mouvt stat Nasd | 
‘i tads sabbesstg Aoow oat ah atsineoes of saentand ym gt solem | 


28W atodoerkb smit-sIreq acid to mokaitge to ybod odd tend 
Suknotddgtd somos sd od Jdguo otenns sdguodsd yeds dart le 


obtisegs s ao ment geakiivenos yibasaasoan dyosdtttw 1 
2 


ey 
eisneinens 


Bh As, ie. 4 


semt? otttoeqa s os ¢ 
Mek Lest bivow vo¥Y +sH&0TMIAOAM AAVOTEIMMOD — 


Nethercut & Young -3983- 


Toronto, Ontario 


desirable to consult all of them, assuming the change 
was pretty significant? 

LORD COBBOLD: I would feel it desirable to 
know their minds. In the majority of cases I would 
know without consulting them, whether they felt the 
move should be in that direction, and I should not have 
to consult them specifically because one would talk 
to them currently, probably once or twice a week. 

In England we have this great advantage, 
which I shall come onto, that of geographic concen- 
tration. They are all in and out, and either the 
governor would have talked to one of them, or the 
deputy governor would have talked to another of them, 
or one of the executive directors would have talked 
to another of them. With such a geographic concen- 
tration we are able to have a real corporate feeling 
and, by and large, know what people are thinking. 

COMMISSIONER BROWN: I wonder if I might 
ask one supplementary question on the potential conflicts 
of interest? In the committee of the treasury -- which 
is the executive committee of the court, in effect -- 
is there any unwritten rule about the membership of 
it? 

LORD COBBOLD: No. 

COMMISSIONER BROWN: Among the part-time 
directors? 

LORD COBBOLD: Except that there should not 
be more than one executive director, and that the 
majority should be non-executive. 


COMMISSIONER BROWN: But they could all be 
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members of merchant banking institutions? 
LORD COBBOLD: No, we should certainly 
have some industrial and commercial representation 
on the committee of the treasury. It is an 
impossible situation in modern times that the 
committee of treasury should be composed entirely 
of executive directors and banking and financial 
representatives. That would not happen, but there 
would be one or two financial representatives there. 
COMMISSIONER LEMAN: Lord Cobbold, as 
you pointed out in your introduction, there are 
certain features of a country like Canada that are 
highly different from the type of organization existing 
in England. One of them is the geography. This 
group of people composing the court is a highiy 
concentrated group, geographically: they are all 
available to the governors for consulting, on 
practically a moment's notice. Do you feel that 
is partly where their value lies, or in large part -- 
the fact that they are so readily available; and 
that in a country like Canada, if they had to take 
a week's trip to be available, it would not work? 
LORD COBBOLD: I believe it complicates 
the sort of organization I am taiking about very much, 
COMMISSIONER LEMAN: Has there ever been 
any feeling in the U.K. that people who are not in 
the City have views that are not sufficiently sound 
and worthy of consideration? 
LORD COBBOLD: We have, as a matter of 


fact, tried to meet that to a certain extent. There 
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is on the court, or. there was in my time on the court, 
one director whose business centre was Liverpool but 
who was always up in London a couple of days a week. 
There was one whose business centre was in Birmingham 
who was always up in London a couple of days a week; 
and there was one, a little earlier, whose business 
eentre was in Glasgow but who was up in London a 
couple of days, or once a week or once a fortnight. 
The geography is much easier, and people in those 
sorts of positiors do tend to be in London either once 
a week or once in every two weeks, so you can, to 
some extent, cambine the advantages of having people 
whose business. centre is in a big provincial centre 
but who normally come up to London very often. 

COMMISSIONER LEMAN: These people, if they 
visit London on their own business, would certainly 
make it their duty to pay you a call? 

LORD COBBOLD: They would certainly 
drop in once a week, yes. 

THE CHAIRMAN: . We shall move to your 
second point, the relations between the Bank of 
England and Her Majesty's government. Perhaps 
you would wish to make a statement on that first? 

LORD COBBOLD: I would rather like to. 

THE CHAIRMAN: Go ahead. 

LORD COBBOLD: I think it might be 
convenient to read into the record some of what I 
put to you, if that is convenient, 

THE CHAIRMAN: Go ahead, please. 


LORD COBBOLD: I am sorry to harp on this 
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point, but I would like to repeat that I am thinking 


about relations between the Bank of England and Her 
Majesty's government in the United Kingdom, and not 
about relations between central banks and governments 
in general. 
At the risk of being rather long, perhaps 
I may recall what I said to the Radcliffe committee 
on this subject, because this was a considered 
statement at the time, and one which I think still 
represents my opinion. 
m I have no doubt that in modern 
conditions it is proper that Government 
should have the final word on policy and 
that the central bank should not be free 
to pursue a completely independent line. 
At the same time, if the central bank is 
to perform a useful function, it must be 
a separate entity capable both of dealing 
professionally in markets and of forming 
its own views and giving independent 
advice to Government. Contact between Bank 
and Treasury must be close and continuous, 
but Bank and Treasury should speak to each 
other as separate institutions, forming 
their opinions from different viewpoints and 
different backgrounds. The Bank must be 
in and out of the market, must enjoy the 
confidence of Government on the one hand and 
of the market on the other, and must be in 


a position to interpret market opinions to 
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"Government and Government opinions to the 
market. 

In a totalitarian state, with private 
enterprise and markets more or less 
eliminated, it would make sense for 
central bank operations to be handled under 
direct Treasury control, both as to policy 
and as to detail. For any country 
operating to a great extent with private 
enterprise and markets, and working with 
other countries similarly placed, I should 
regard direct Treasury control over 
central bank operations as a major weakness. 
For a country as dependent as the U.K, 
on international trade and confidence, 
it could be a disaster, 

The business of the central banker 
is different from that of the Treasury 
official. Apart from the physical im- 
possibility of the same men handling such 
different businesses, the necessary 
attitude and approach are not the same. 

The senior civil servant must always be 
concerned with his Minister's responsibilities 
in Government and in Parliament. The central 
bank should not concern itself with political 
or parliamentary questions. Its concern 
should be with the general economic and 
financial situation and with the day-to- 


day market situation, both in its own country 
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"and abroad: only if it is in intimate and 


continuous touch with markets and with 
business opinion can it efficiently carry 
out its twin functions of advising and 
operating. 

It would, in my view, be a mistake to 
blur the identity and the separate 
responsibilities of the two: with the two 
institutions working so closely together," -- 

-~ I mean, the Bank of England the treasury -- 
"_. there is always a tendency in that 
direction unless it is resisted. A 
policy of fusing the two by interchange 
of staff or otherwise would gradually 
but inevitably lead to a blurring of 
responsibilities and functions; and, 
as @ matter of practical administration, 
fusion and "cross-fertilization" would, 
in my view, tend to prejudice rather than 
improve relationships. 

Arguments can doubtless be advanced 
for variation, in either direction, in 
the degree of formal independence of the 
central bank from Government and in 
allocation, either by statute or in practice, 
of responsibilities between Bank and 
Treasury. But the fundamental question 
is whether the central bank should be a 
separate entity, albeit the servant of the 


Government of the day, or a sub-department 
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"of the Treasury. I hold that, in present 

and foreseeable economic conditions in the 

Western world, the former is undoubtedly 

right." 

That was the statement which I made to 
the Radcliffe committee on that subject. It so happens, 
Mr. Chairman, that I was deputy governor before 
nationalization, before the Bank Act of 1946, and 
deputy governor and governor since then, so I had 
unrivalled opportunities of seeing the degree of 
change before and after. The Bank Act, in fact, 
to some extent regularized the position which had 
largely come about already by the developments to which 
have already referred. But it did, of course, give 
statutory authority to the government's ultimate control, 
which had not existed before. The Act was, however, 
so drafted as to leave the court responsible for the 
bank's affairs, subject to directions by the treasury, 
to provide for consultation by the treasury with the 
governor before the issue of any directions, leaving 
the court with full power over internal matters, such 
as recruiting, appointments, and salary scaies. 
In the outcome it has not yet proved necessary to invoke 
the directions clause. In practice, the bank and 
treasury maintain a very close contact at various 
levels; and, again, in practice, it has always proved 
possible to iron out differences of opinion and formulat 
an agreed line of policy without the need of the formal 


issuing of directions. 
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I was asked a lot at the sittings of the 


Radcliffe Committee and elsewhere where the initiative 
comes from in a number of matters -- whether it 
comes from government or bank. Of course, that is 
always a very difficult question to answer when one 
is in regular discussions with people, and when you 
take a decision it is awfully difficult to say where 
the idea originated two or three months earlier. 

However, subject to that, by and large we 
regard the responsibility for initiative in monetary 
matters as lying with the bank. I would regard the 
bank and its governor as more at fault if they 
failed to take the initiative on a monetary problem 
than the Chancellor and treasury officiais who have 
other things to do. This lies immediately in the 
bank's field and the first initiative on monetary 
matters lies with the bank. However, it would be a 
matter of continuous discussion, and it is not always 
easy to say where any particular suggestion or idea 
originated. 

I think that is all I would have to say, 
sir, on that point. 

COMMISSIONER HARROLD: Lord Cobbold, I 
had one or two questions, but you have pretty well 
covered what I had in mind, and on this question of 
statutes, initiative and ultimate control, have you 
found the government, on the question of tight money 
or the raising of interest rates, has gone to the use 
of the statute when there is a serious difference of 


opinion with the bank officials? 
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LORD COBBOLD: No, not down to the use of the 


statute. I don't think we ever got to the stage of 
pointing guns at each other. Obviously, there have been 
occasions when there have been differences of views 
which have had to be argued out at length, and there 
have been occasions on which one party or the other has 
accommodated itself and given way a bit here and there. 
If two separate institutions are trying to work together, 
that is an inevitable arrangement. However, broadly, 

the answer to your question is no. 

COMMISSIONER HARROLD: It is pretty clear from 
what you have stated here that you think the present 
arrangement whereby you have a separate institution, 
and probably separate ways of appointing the staff, 
coming from different backgrounds <=. the bank people 
and the treasury people -- you feel it is very desirabie. 
It is probably somewhat different in Canada, but in 
comparing the two operations. do you suggest it may be 
more applicable to Canada? 

LORD COBBOLD:. I really could not offer an 
opinion on that. 

COMMISSIONER HARROLD: Under the conditions 
in the U.K.? 

LORD COBBOLD: Under the conditions in the 
U.K. I have no doubt about. that, and from this point 
of view: That if the Bank of England were exactly 
the same animal as the treasury in the sense it recruited 
the same sort of people and thought from the same basis, 
there is no point in having two animals. It is much 


cheaper and more effective to have one animal. The 
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only advantage you get is that you get primarily a marke 
approach from the central bank, with the governmental 
considerations in mind, bearing on the official and 
political approach, and in my experience the fusion of 
these two and the bearing of one on the other has been 
extremely useful. If you tried to change the bank into 
a semi-government department you would lese that benefit, 
and I think the maintenance of two separate institutions 
would no longer have a bearing. 

COMMISSIONER BROWN: Could I ask one question. 
If in the circumstances that a difference of opinion 
does develop, in marshalling your arguments do you con- 
sult with the court about this difference of opinion and 
does your strength vary? 

LORD COBBOLD: Very flexible, sir. I again 
say I should broadly know the mind of members of the 
court. One would not normally, uniess you came to an 
absolute crisis, consult the court on a formal matter 
late on Thursday morning. One would largely know the 
mind of the court. Again, to put it in current terms, 
if I thought I was running for a first-rate row with 
the government of the day I should make sure I had 
the court on my side before I got into that row. 

COMMISSIONER LEMAN: Do you visualize the 
possibility of the governor letting the situation get 
to the point of having to receive a directive and staying 
on? 

LORD COBBOLD: I would not rule it 
out. 


COMMISSIONER LEMAN: It could be done? It 


pest 8 eensantia $93 vow Sarid at son oe 9888 eer 
[atasmateves ert alstw oitiad Cirntanes ord to : an 

bre Istoitte sdt no anivesd: <briter mk 
0 notaut edd eonetteaxe vit mt bms Hosovags Leotostoy 


:  aped ae vedto- edt mo ero to gatised edt bas ow “an % 
Y : 


otet Naed oft sgnarlo o¢ betad soy I stuteny ylenecixe! |, 


sg ttemed ¢andd osel Bluow voy Jnemdusgqeb dremmievog~Imea s ly 


| 
Wy 


anolsuiistenk etetsqes ows to sonstetaisa oid MaAtdd I bas 


rs ‘a 
; .satised s eval tegmol on biwow le 
‘ moltesup eno Hes I bLr09 sUWOHT ARMOTAATMMOD LENE AD we 
| | aeintgo to sensie Tits & dats goohetamyotho edt at I ee 
| -fo9 yoy ob aginemysts HOY gertifereven at .qoleveb aeob = 
aii rokakqo ‘to aoasiatith aidd duode Jauoo ens ddiw dive: i. 
teisy dtereite avoy eoob ist | 
| atsan I wtie: sidtxsli yrev :hIOSHOD GAOT "oo Jet 
. ei¢ to eisdaiam Yo Britm end wom! yibsord bivoda Tt yee lat 
| ts of ems woy eaetau .yElemren tom bieow snd tres - 


tstcen [emrot s ao Janes ent dlyenoo ~ateaixo stuloads 
edd wort ylegiel blwow sO .antmiom yebaind? ao stall 


ated daerrvo at dr duq ‘ed ,mtagd’ .Stweo ext to Berkm 


——— oe 


djtw won edetdext? s ict gain: eaw D tagvods T UW 
hod I ovve oofem Sfvoda IT yveb odd to trematsvog ont 


.wou ¢edt otat tog I steted sbie yn mo dros oft 


edd sstfeuveiv woy od WAM AaMOTReIMMOD. 


} joo notisattea edd gntttel semteves sad to’ yiifidiesoq 


batveds ome evidostth 6 evisoer ot antvad to tatog ‘sadt og 


+4, 3I foneb ed biwoo I sMAME Ae 


Nethercut & Young ~3992-= 


Torente, Ontario 


1 would not make his position impossible? 

2 LORD COBBOLD: No. I could conceive of 

3 o rovinie tncmanataine which one would say: “This is what the 
4 Bank of England feels, but you gentlemen are ultimately 
5 responsible for this, and if you want it done this way 

6 for political or more general reasons than we know about, 
7 you must take the responsibility for it and give me a 

8 direction." That is by no means an inconceivable 

9 position. 


COMMISSIONER GIBSON: This would be made 


10 

11 public? 

12 LORD COBBOLD: Yes, 

13 COMMISSIONER GIBSON: At what point? After 
14 the difference had emerged? 

15 LORD COBBOLD: Oh, surely. 

16 COMMISSIONER GIBSON: And the governor 


17 required an initial directive? 


LORD COBBOLD: There may be legal questions. 


18 

19 It has never arisen, and therefore has never been tested 
20 There may be Official Secrets Act questions or something 
1 However, in the position which Mr. Leman suggests I 

22 think any givernor would either feel he had to resign 

23 or require it be made public he was acting under 

24 direction. 

25 COMMISSIONER GIBSON: This would be after he 
6 received the directive? 

7 LORD COBBOLD: Oh, certainly. 

28 COMMISSIONER BROWN: Would it be after the 

29 new policy had been put into effect? 


30 LORD COBBOLD: I would think certainly. One 
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cannot cover all circumstances, but as I envisage that 
happening it would certainly be afterwards. 

COMMISSIONER GIBSON: Do you think the 
existence of the power to direct means it is very unlikel 
the power will be used or be necessary? 

LORD COBBOLD: As I think I have indicated 
in my statement, I personally welcome the power to 
direct. I think it reguilarizes the position which I 
believe is the de facto position of the relationship 
between the government and the bank, and I think it is 
more convenient and appropriate to have some power of 
that sort so that you know where you are, and in the 
sort of circumstances to which Mr. Leman was referring 
you can put to the public exactly what has happened. 

COMMISSIONER GIBSON: Do you think the treasury 
will make just as much of an effort as formerly to 
adjust their views? 

LORD COBBOLD: That has been the experience, 
that in the normal give and take between bank and treasu 
I have not been conscious of any difference before or 
after. As I think my predecessors made clear, and as 
I have made clear several times, the view of the bank 
has been, long before the Bank Act, that in the last 
resort after a great deal of advice -- Lord Norman 
used the words "after a lot of nagging" -- the bank 
recognized it had to follow the policy. It does slighti 
alter the public status, or could if directions were 
used frequently. I don't think in fact it has altered 
the status, and I believe it to be, so far as the Bank 


of England is concerned, a convenient and proper arrange- 
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COMMISSIONER LEMAN: We talk about these 
directives rather freely, and this may be a little unfair 
because it has never been used in England, but if you 
try to visualize a little more precisely what such 
a directive would consist of, it would have to be quite 
preceise because the bank would still have to execute 
the directive? 

LORD COBBOLD: Certainly. 

COMMISSIONER LEMAN: If it had to execute 
something which it inherently felt was quite wrong, and 
must have felt was wrong because plenty of discussion 
had taken place, the directive would have to be couched 
in very precise terms, wouldn't it? 

LORD COBBOLD: I believe so. 

COMMISSIONER LEMAN: Right down to figures, 
ete.? 

LORD COBBOLD: I would judge sc. Really, a 
direction in those circumstances must come to the treasu 
taking over the helm, 

COMMISSIONER MACKINTOSH: Would it be fair 
to say aside from recognizing the position of the govern- 
ment that there is need for a less catastrophic way of 
impasse than the resignation of the governor? 

LORD COBBOLD: I believe that is true, yes. 

COMMISSIONER MACKINTOSH: That is a way out, 
and if the occasion, so to speak, is great enough ...? 

LORD COBBOLD: Obviously, there must be 
occasions when the governor thinks it proper to resign, 


but, as I said previously, I can envisage circumstances 
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when the governor could within his conscience think 

his proper duty is to accept a direction on a particular 
matter and say, "That is their responsibility and not 
mine." I think if that happened very frequently the 
governor would be in a very difficult position and 
probably could not stand up to it; but in isolated 
instances I have always felt it is a possibility which 
one could envisage. 

COMMISSIONER GIBSON: How far do you think 
the general public -- an informed public -- should be 
kept informed about the Bank of England's general views 
on monetary policy? I take it from what you say there 
is a good deal of understanding between the bank and 
the financial community through directions and informal 
contacts and so on. Do you believe an active effort 
should also be made by the bank to inform the general 
public? 

LORD COBBOLD: This is a very difficult 
question indeed, Mr. Gibson. My first answer to the 
question would be yes; I do believe within limits it 
is very important, and over the past ten years the 
Bank of England has been making progressive efforts to 
try and disseminate views around the country and I, myself, 
made a number of speeches here and there while in office. 
We have, of course, a very strong tradition of absolute 
secrecy lasting over the centuries, and that has to be 
broken down a little gradually, but we have certainly 
tried to break it down, and I think it is right to break 
it down. On the whole we have tended to take the line 
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the day it is probably better to have that disagreement 
rather quietly until it is at least near solution or 
has arrived at solution than to express the bank's 

views very largely during the course of argument. 
However, I would not at all say that is always the right 
view, and again I can perfectly well conceive of 
circumstances when it would be proper for the bank to 
let it be known they were not in entire agreement with 
certain aspects of policy. I think you can only judge 
on particular occasions and in particular circumstances. 

COMMISSIONER GIBSON: Let me put it another 
way: You see, if you wait until there is an acute 
disagreement I can see the problem you mention ~~ the 
bank making loud statements would create difficulties -- 
but is there much discussion of monetary pelicy outside 
this small group in the city in the I.K.? 

_- LORD COBBOLD: There has always seemed to be 
at certain times an enormous amount of discussion in 
many circles, most of which is saying how secretive the 
Bank of England is and how much better it would be if 
it would talk a bit more. We have tried to meet that 
to a certain extent, but our feeling has been that it is 
something which one needs to go a little gradually with. 

COMMISSIONER GIBSON: You have some very 
good financial journals? 

LORD COBBOLD: First rate, and they are in 
and out of the building all the time and talking to our 
economic advisers, and so on. There is a very good 
contact between the bank and the financial press. 


COMMISSIONER GIBSON: You feel amongst the 
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public that are interested there is a fairly continuous 


discussion and interest in monetary matters? 

LORD COBBOLD: Pretty wide and increasing 
all the time. 

COMMISSIONER HARROLD: These speeches you 
mentioned: Has that been the practice of former governor 
as well? 

LORD COBBOLD: No, I rather did a good deal 
more of that than my predecessors did. 

COMMISSIONER HARROLD: This was with the 
concurrence of the court? 

LORD COBBOLD: Concurrence and encouragement. 
Of course, the court help in that a great deal oeanht 
they are moving about at high level in very varied 
cireles, and people talk to them over lunch and at social 
gatherings, and so on, and they are able to do a good 
deal of helping with the general discussions of the sort 
ef things which are occupying the bank's thoughts at the 
time. 

THE CHAIRMAN: You may have covered this 
point and I haven't recollected it: What is the term cf 
office of the governor =-- or, is there a definite term? 

LORD COBBOLD: Five years for governor and 


deputy governor; four years for directors, renewable. 
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1 THE CHAIRMAN: We will now resume. Mr, 


2| Brown has some additional questions which he would 

3) Like to ask. 

4 COMMISSIONER BROWN: Mr. Chairman, I 

5 would like to go back just a little bit to the first 
6| discussions you were having and ask a supplementary 
7 question on the executive directors of the bank. 

8 Lord Cobbold mentioned that this gave them increased 
g| stature outside the bank and in the court, and I 

10 wonder if he would mind telling us whether this 

made a difference in their relationships with him 

12 personally? 

13 LORD COBBOLD: You mean is the degree of 
importance one would attach to what he is saying in 
15 discussions? 

COMMISSIONER BROWN: And their freedom 

17 | to give you advice on their own rather than looking 


just to yourself. 


18 

19 LORD COBBOLD: Yes, I would think it does; 

20 certainly it is an additional status, and he, after 

1 all, becomes a colleague as a member of the board 

22 of directors and: court ef directors, and perhaps feels 
93|| more free to press his views, than an official, 

24 however senior. I think I did mention that 

25 it also enables him to speak on equal terms with 

6 part-time directors of the court, which is another 

7 very important aspect of it. But, I think if the 

28 governor and deputy governor found themselves hotly op- 
99 pesed by exteemtive directors on a particular issue, they 


39 || would certainly think very carefully before they took tha 


any further; 
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they would certainly attach -- perhaps just that little 


more weight and status to anybody who is a member 
ef the court. 
COMMISSIONER BROWN: Thank you very much, 
The other question I would like to ask, and this is 
on the question of the directors, the part-time 
directors, you mentioned that you had representatives 
from banks, finance, shipping and the trade unions. 
I assume that this has been found to be very useful 
and practical? 
LORD COBBOLD: Yes indeed. I think that 
all the people we have had from the trade unions <- 
I would like again to say that they are not representa- 
tives in the sense that they are appointed by any 
particular party; it is Mr. X who happens to be a 
prominent person in the trade union field. He is 
not, so to speak, there representing the T.U.C,. in 
the fermal sense. They have been extremely helpful 
in the last four er five years under my governorship. 
We had one of the people who came from that circie 
on the committee of treasury and he was a most 
valuable member of the team. 
“COMMISSIONER BROWN: Thank you very much. 
COMMISSIONER GIBSON: One supplementary 
question, sir; you stated in your initial statement 
that the part-time directors -- indeed, all the 
directors -- were appointed on the advice of the 
government of the day, on the government's suggestion. 
LORD COBBOLD: Formally appointed by 


the Queen in a constitutional form, which means on the 
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advice of the Prime Minister. 


COMMISSIONER GIBSON: I was wondering how 
the suggestion came up as to who would be appointed? 

‘LORD COBBOLD: The Prime Minister and 
the Chancellor of the day have been good enough to 
consult the governor on every occasion on appointment 
or re-appointment. 

THE CHAIRMAN: Then we come to point three; 
relations between the Bank of England and banks and 
other financial institutions of the United Kingdom. 
Would you like to restate -- 

LORD COBBOLD: Perhaps I might make a 
few introductory remarks on that. There again I 
would stress very much the geographical advantage 
that we have in London over many other financial 
centres. There is, as you are aware, a very high 
degree of centralization ef boards of directors and 
general management of the leading financial institutions 
in London and, in fact, in the city of London, and it 
really is no exageration to say if the Governor of 
the Bank of England wishes to consult with the leading 
representatives of the financial community in the 
United Kingdom == banking, insurance, investment 
trust, stock exchange and a good deal of commercial 
as well +-- he can in fact get them all in his room 
in half an hour and that, of course, does make a 
very great difference and I very often, in speaking 
particularly in the United States, pointed out the 
difference of Mr. Martin's problem and my own problem 


at the time. 
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If he endeavoured to get a joint opinion 
from the United States banking community, he probably 
would have to have 10,000 people there and many of 
them probably would have to travel several thousand 
miles, and it is a very different proposition, and 
I think it is extremely important to bear that in 
mind in considering how the London arrangements 
might affect, or be translated into terms of arrange=- 
ments particularly on this continent. 

It is extremely important in being able 
to get people into one's room; the heads of all the 
banks, the heads of most of the insurance companies, 
and the stock exchange, and so on, but in many ways, 
I would judge it even more important because it means 
that, if you like, socially, or in meeting on the 
street, or in travelling up and down, or luncheon in 
the city or in the evenings, the central bank people 
are always meeting the leaders in the commercial 
banks and the leading insurance and finance companies. 
not only at top levels, but further dewn as well, so 
that there is a natural and easy exchange of ideas 
and thought. 

We have always encouraged our senior 
people, for example, to lunch around the city with 
the large banks and insurance companies so that they 
get to know their opposite members, and although I 
don't say they discuss detailed issues on these sort 
of eccasions, it dees mean there is'a continual inter- 
change and the people in the commercial banks always 


know pretty intimately the people who are running the 
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foreign exchanges or the internal market, and I think 
they feel that way, that they are not so far apart 
and that there is less of an ivory tower than they 
would feel if that easy contact were not available. 

I stress this because I think this is 
very important: in the way that our institutions have 
grown up, and again I very fully recognize that that 
is far more difficult in a country like this, of this 
size, with your provincial divisions and so on. But 
as far as the London organization is concerned, it 
certainly is extremely important. 

Passing in rather more detail to relation~- 
ships with the various parts of the market, by far 
the most important, of course, is the relationship 
between the Bank of England and the clearing banks. 
There are, as you know, eleven clearing banks =-- what 
we call the "Big Five" -- and then six others; they 
control the buik of the deposit banking business 
together with the Scottish and Northern Irish banks, 
which I will refer to in a minute. By far our 
most important contact is with the clearing bank 
system. I think this is so important that it would 
be worthwhile just repeating what I said to the 
Radcliffe committee on that subject, if I may. 

So far as the clearing banks are concerned, 
there is a regular quarterly meeting between the 
governors and the chairmen of the clearing banks, 
with the governor or deputy governor in the chair. 
The Committee of London Clearing Bankers meet every 


month by themselves, and under these arrangements once 
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a quarter they meet at the Bank of England. From 
time to time, if there is anything of sufficient 
importance to warrant it, the governor attends one 
of the other monthly meetings, or on occasion there 
is a special ad hoc meeting at the Bank of England 
with the members of the Committee of London Clearing 
Bankers, which represent the eleven clearing banks, 
but the main contact is between the governor and 

the deputy governor on the one hand and the chairman 
and the deputy chairman of the Clearing Bankers 
Committee on the other. I could not say exactly 
how often we meet, but I should think once or twice 
a week on the average, less when there is nothing 

of particular interest to discuss, and, of course, 
very much more when there is any particular issue. 
But whether or not there are particular issues, the 
governor has always made a point of reguiar meetings 
with the chairman of the Clearing Banks Committee 

to keep a close contact and make sure if snything is 
arising that it is discussed between them. 

On the whole, both parties have found it 
more convenient to deal with it in this way, through 
the chairman of the Clearing Banks Committee and 
the governor and deputy governor, rather than to 
have the full meeting ef the Committee on each occasion, 
That is the contact at top level. 

Then there is regular contact between the 
Chief Cashier, who is the senior operating official 
of the bank, and the chairman and the deputy chairman 


and the Chief Executive Officers! Committee, which is 
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the operating committee for the Committee of London 
Clearing Bankers. 

There, are also, of course, a lot of contacts 
with individual clearing banks on matters which affect 
the individual bank rather than the banking community 
as a whole. Very often one of the chairmen or one 
of the chief officers comes in to see the governor or 
the chief cashier either on matters affecting that 
particular bank and semetimes on matters of more 
general interest. On top of that there is the day- 
to-day routine contact in the money market between our 
discount office and the clearing banks! money departments 
and on the Overseas side between eur exchange Mane eG 
and the clearing banks! Overseas offices. I think 
there is a continual. link. and contact en market 
matters going on all the time as well as a link 
on policy or more general matters. That, as I say, 
is the most important contact in the city. 

We also have a very close contact with the 
accepting houses, with the Accepting Houses Committee 
and with the individual houses and, as has already been 
referred to, there are several directors of the bank 
who came from the accepting houses. 

Then, we keep in touch, too, with the 
Scottish and Northern Irish banks; we always are at 
pains to keep them informed and in discussion on 
any general change of policy. There is a Scottish 
and Northern Irish Banks Committee and we deal direct 
with them, although in many cases there are direct 


links between the Scottish and Northern Irish banks and 
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the London clearing banks. 


Apart from the banking system, we have a 
close relationship with various other sections of the 
financial market. Take the Stock Exchange Committee, 
for example; the governor would arrange to see the 
chairman of the Stock Exchange probably once in a week 
or once in two weeks, or more frequently if there 
were any particular matter under discussion; with 
the insurance companies who have representative 
committees, the issuing houses, the trust companies, 
and the investment companies. The last named 
perhaps a little less frequently than with the banks, 
accepting houses, steck exchange and the insurance 
companies. 

The relationships with the banking system 
and control of credit generally have -- as I think 
the Commission will be aware -- been exercised in 
England since the war by what I have called a conscious 
mixture of informal requests and persuasion, together 


with monetary weapons such as bank rate, open market 


operations and, more latterly, special deposits and large: 


for the reasons which I gave in my initial opening statem 
that there has always been a tradition of close 
co-operation and I think the preference of the 

Londen banking system to work on the basis of un- 
written law and on the basis of having a word with 

The Bank of England rather than waiting to have official 
and formal directions and that tradition has, to a 

very large extent, continued and it is the normal 


and accepted practice that the governor in nine cases 
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out of ten after discussion with the Chancellor of 


the Exchequor and the Treasury should indicate the 
Bank's wishes, which are often the combined wishes 
of the bank and government and that they could 
indicate them privately through the chairman of the 
Clearing Bank Committee and the other committees, 
rather than issue any sort of formal directive, and 
it has always been accepted that views conveyed in 
that rather informal way have much the same force 
as a more formal direction.» 

We have found that useful because it 
enables us -<~- before always saying what we want, we 
have the opportunity of informal discussion with 
representatives of the banks, and they have often 
put it to us that it would be easier for them to do 
it in a slightly different way and reach the same 
result, and we have been able to make an adjustment 
here and there which would be not possible if these 


requests were conveyed in a more formal method. 
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The greatest difficulty, I think, that we 


have run up against in the past few years -- to some 
extent right from the end of the war, but it is growing 
all the time -- is this question of what are usually 
called near banks; that is to say, those institutions 
that do not come within any of the categories of 
clearing banks, accepting houses, or issuing houses, 
but which take deposits and lend money in one way 

or another in direct or indirect competition with 

the clearing banks. This has become an extremely 
difficult subject, and, frankly, I am bound to say 
that we have not reached any sort of a solution to 
this difficulty in the United Kingdom, I think 

the same difficulty exists in many other markets 
around the world, and it is a problem which, certainiy 
in my time, has engaged a great deal of thought and 
time of central bank governors, and I would guess it 
is still doing so. My own feeling is that there 

will probably have to be some new legislation or, 

at any rate, some new arrangements in the United 
Kingdom in order to try to cover this very intractable 
subject. 

Obviously, the clearing banks and the 
aceepting houses, and those that are covered by these 
requests or special deposit arrangements, increasingly 
find it irritating that they have to conform with 
requests or directions which frequently mean losing 
business, and there is a tendency for that business 
to be taken over by people who are outside those 


categories and who are not subject to either formal 
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1| or informal discipline by the central authority. 
2 I would not like to go so far as to say 
3| the relationships were strained at all, but I think 
4| it would be fair to say that the banking community 
5| that is, the clearing banks, the accepting houses, 
6| and the other members of the regular categories -- 
7 is finding it increasingly difficult and unfair 
8 that they should be asked from time to time to 
9 conform to reduce lending and to have the special 
10 deposit arrangements applied to some of them, and 
at the same time to see a good deal of business 
12 which they might otherwise have done pass into 
13) Other channels. 

“So far as the United Kingdom is concerned, 
I can’only say that that is something that is being 
16 studied very actively. I think my successor and 
17 his colleagues are extremely conscious of the 


difficulties that this situation presents, and 


18 | 

19 that we are by no means at the end of that story. 
20 I think that is about all I have to say. 
1 COMMISSIONER HARROLD: Lord Cobbold, 

2 you are conscious of the geographic situation as 
23 between the Canadian central bank and the United 
24 Kingdom central bank, If you were faced with a 
95 somewhat similar situation in the United Kingdom, 
6 would you feel that a strong branch system would 
7 overcome some of the difficulties? 

28 LORD COBBOLD: I do not think it would 


29 nearly meet the same thing that I am talking about. 


30 %I think it would help in some degree. Of course, the 
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advantage we have is that we can meet with the top 
people and the responsible people easily and regularly. 

COMMISSIONER HARROLD: As an operator 
of a central bank you would see some difficulty in. 
the branch system trying to take on this sort of) 
an operation? 

LORD COBBOLD: I would only say so if 
it is the top people who can get together all the time. 
If you have the top people going around, so to 
speak, and basing themselves on branches, it could 
be helpful. 

I do not know whether this is a helpful 
comment, but we do that in the United Kingdom in a 
very minor degree. We have small branches in most 
of the big provincial cities in England, and it 
has always been our practice for an executive director 
to go around pretty regularly and sit in the branch 
for ascouple of days or so, and make sure of meeting 
the business community and the financial community 
in that district. While I was the governor I made 
it a point of going around myself once a year, perhaps, 
to most of those centres, and having lunch or dinner 
and a talk afterwards with the leaders in those 
places. 

COMMISSIONER HARROLD: You also mentioned 
the Scottish and Northern Ireland banks and committees. 
Would these committees be located in London? 

LORD COBBOLD: No, in Edinburgh and 
Belfast. 


COMMISSIONER HARROLD: And you were able to 
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1| get some kind of a contact that was satisfactory? 

2 LORD COBBOLD: Yes. They come down, of 

3] course, to London pretty often because the chairmanship 
4|| rotates between the leading Scottish banks, and the 

5| chairman of the Scottish banks committee tends to 

6| be in London at least once a month, and perhaps more 

7 often. Very often he would drop into the bank, and if 
3 || the Bank of England had anything important we 

9 would send up a director or a senior official to 
Edinburgh to discuss things with them in the same 

way as we would discuss things with the Committee 

12 of London Clearing Bankers. But, as I say, the 

13 majority of the Scottish banks have very close 

14 contacts with, or are owned or partly owned by, the 

15|| London banks. In one case it is the Scottish bank 

16 that owns, or mainly owns, the London Clearing Bank. 
17 COMMISSIONER HARROLD: I have heard it 

said at one time or another that one of Scotland's 

19 main exports to London is bank managers. 


LORD COBBOLD: I should think it is about 


20 

1 equal to their export of bank managers to other 

2 parts of the Commonwealth. 

93 COMMISSIONER GIBSON: May I ask you a 

24 question about the meetings between the clearing 

95 bankers and the Bank of England. Are these meetings 
6 fairly informal in their character? 

7 LORD COBBOLD: I would say that on the 

28 whole the quarterly meetings between the governors 
99 and the chairmen tend to be rather formal, although 


39 | On occasions I have known a subject to be discussed 
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pretty informally. However, the quarterly meetings 
are mainly formal. 

If there is a subject which requires more 
informal discussion, it would be discussed between 
the governor and the chairman personally who, as 
I said, have frequent informal discussions ranging 
over a wide field with either party free to bring 
up anything he wanted to bring up. On a number of 
occasions I have know of ad hoc meetings of the 
committee to discuss a particular subject of urgent 
interest, and then they would tend to be rather less 
formal. 

The governor would also normally take 
the opportunity of the quarterly meetings to talk 
for ten minutes or a quarter of an hour when he 
would give a general picture of his view of the 
situation at the time. 

COMMISSIONER GIBSON: That leads to my 
next question. Are the subjects of discussion 
usually technical matters concerning the use of the 
Bank of England, about the market or banking arrange- 
ments, or do you range over the broad field of 
economic policy? 

LORD COBBOLD: As I was saying, I would 
always take the opportunity of a quarterly meeting 
to range a little widely over everything that I 
thought ought to be in the minds of the chairmen 
of the clearing banks. 

COMMISSIONER GIBSON: You would talk about 


the trend of business and exchange problems? 
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LORD COBBOLD: Yes. I would even, for 


example, say that in our opinion employment is falling 
down a little, or that it looks a little uppish, and 

I would go around the table to see whether anybody had 
a different opinion or whether those opinions on a 
rather general matter were confirmed. If we were 
discussing some particular transaction or section of 
the market, then that would tend to be done between the 
chief; cashier, and the chief executive officers. 

COMMISSIONER GIBSON: So the meetings do 
discuss the general financial atmosphere to quite a 
large extent? 

LORD COBBOLD: Yes. I would not say that 
those meetings would discuss policy as such, or what 
we were going to do about anything. That would not 
be normal. Those meetings more normally would discuss 
some particular thing that was bothering the banks 
and that they would raise with the governor. For 
example, this question of near banks has often been 
raised at those meetings. 

The main discussion of economic problems 
would, as I say, result from the short survey which the 
governor would normally give, and he would then largely 
be taking the opportunity of seeing whether anybody 
had any comment on this general view of the situation, 
or the Bank's general view of the situation, or whether 
the banks were by and large in agreement. 

We also have an arrangement by which from 
time to time, when we see a change in the economy in 


one direction or another, I would ask 
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the chairman of the Clearing Banks Committee to arrange 
for all the clearing banks to collect from their 
branches and process at their head offices a general 
survey of the situation and send it into us as of 
June 30, or whatever date it might be. This is 

not’ a regular arrangement because we have always 
felt that regular returns tend to lose a little bit 
and become routine things, but we have very often 
found, when there was a change in the situation, 
that it was useful to gather a general report from 
all the clearing banks, and the Scottish banks as 
well, and get that processed by the Committee of 
London Clearing Banks and sent in to us. That 
would, of course, be supported by the very frequent 
discussions between the governor and the chairman 

of the clearing banks committee. 

COMMISSIONER GIBSON: You might telephone 
him any day or he might drop in to see you at any 
time? 

LORD COBBOLD: Yes, we very frequently 
do that. | 

COMMISSIONER GIBSON: And you might talk 
about another subject? Your talks would not be held 
to any narrow field? 

LORD COBBOLD: We might talk about any 
subject. Very frequently he would telephone me and 
say: "If you have five minutes I would like to look 
in", In times that were difficult, I think that that 
might happen two or three times a week, and the chairmen 


of the other clearing banks might do it as well if they 
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had anything on which they particularly wanted the 
Bank of England's action. If they had something 
which they thought we ought to know about they would 
come over and have a chat. 

COMMISSIONER GIBSON: Do you feel they 
were very forthcoming in expressing their opinions 
to you? 

LORD COBBOLD: Very. 

COMMISSIONER GIBSON: They were not at 
all reserved? 

LORD COBBOLD: No, I found very little 
reserve on the subject. 

COMMISSIONER BROWN: Are there channels 
between yourself and the chairmen of the foreign 
banks in London -- that is, the Commonwealth and 
foreign banks? 

LORD COBBOLD: On any major move we would 
see the chairmen of a number of committees. There 
is the chairman of the committee of American banks, 
and a number of committees of overseas banks -- I 
think there are four in all. When we are issuing 
any regulation or directive we would see the chairmen 
of those committees as well as the British banks. 

COMMISSIONER BROWN: Do you find the 
same degree of co-operation on the moral suasion issues? 

LORD COBBOLD: Yes, they have behaved 
extraordinarily well. 

COMMISSIONER BROWN: Do you have any 
contact or discussions with the issuing houses or 


the stock exchanges when a new government issue is 
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under discussion? 

LORD COBBOLD: I would hardly say there is 
discussion with the stock exchange. We work, of 
course, through the government broker so far as the 
stock exchange is concerned, and our officials 
would have a great number of discussions with the 
government broker, and we would look to him to 
reflect stock exchange opinion and to advise us 
on stock exchange conditions and stock exchange 
terms. Then, again, the stock exchange is just 
over the road, and many of our senior officials. 
would be pretty well informed about what a lot of 
people over the road were thinking at any particular 
time. There is a geographic question which 
comes in again there, 

COMMISSIONER BROWN: Does he inform 
you of the feeling on the floor of the exchange? 

LORD COBBOLD: To some extent, but 
when we are dealing with the government broker 
he advises us as precisly as any head broker 
would advise any bank. Of course, the fixing 
of terms of a new government issue is a matter for 
government, but it is very largely guided by the 
Bank of England's advice. We handie all the 
practical and operating side of those transactions. 
The procedure would be that there would be many 
initial discussions between the chief cashier 
and our operating officials and the government 
broker's people, who would work the thing up to a 


certain pitch. It would then come up to the 
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governor's level and when a decision was near being 
reached the governor would have a talk, or perhaps 
two or three talks, with the government broker before 
making a recommendation to government. 

COMMISSIONER MACKINTOSH: May I ask a 
question here? You spoke of the concern that the 
Bank of England felt in respect of the near banks? 

LORD COBBOLD: Yes. 

COMMISSIONER MACKINTOSH: Is the hesitation 
here a matter of being unwilling to take the step of 
bringing these groups within the banking system, or 
is it occasioned by the technical difficulties that -- 

LORD COBBOLD: I am afraid I am a bit 
behind-hand on this because this matter may have 
moved since I had anything to do with it. When 
I had to do with it it was solely on the technical 
and legal side of drafting where enormous difficulties 
seemed to present themselves. There was difficulty 
about the definition of a bank and as to how you would 
bring them in. It was a difficulty in drafting any 
statutory clauses which would affect the different 
types of near banks. They were all technical 
legal and drafting difficulties. I think everybody 
recognizes that something needs to be done about this 
problem, but, as I say, whether that has moved a 
further stage in recent months, I am afraid I could 
not say. I do know that my successor and others 
still feel it is a very awkward proposition, and that 
it has not yet been adequately covered. 


THE CHAIRMAN: Aside from the difficulty 
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of drafting was any policy more or less decided upon, 
generally, so as to deal with the situation? 

LORD COBBOLD: No, I would say it had not 
been. The first difficulty is in the question of 
defining banks, and seeing who could be brought under 
various types of umbrella. Nobody has yet devised a 
method of <-- 

THE CHAIRMAN: We have had a variety of 
definitions of things given us. I do not know whether 
you have another one, 

LORD COBBOLD: I think, actually, our main 
definition is that a bank is anybody who the Bank 
of England, with the approval of the treasury, says. 
is a bank. 

COMMISSIONER GIBSON: In your thinking about 
it, Lord Cobbold, what are the main considerations? 
Would they centre around the nature of the deposits and 
the rate of turnover? Are those factors in your 
thinking? 

LORD COBBOLD: In thinking about near banks? 

COMMISSIONER GIBSON: Yes. 

LORD COBBOLD: Yes, I have been thinking 
on both the deposit side and the lending side. We 
have been seeking to find something which would bring 
in, by and large, anybody who competed on either 
of those sides with the clearing banks which are 
subject to our reguiations. That is the line of 
thought which we have pursued, without any startling 
success up to date. 


THE CHAIRMAN: Suppose you have got that far, 
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what sort of steps would you consider taking; what sort 
of controls? 

LORD COBBOLD: You could apply something 
like a special deposit system -- not the same 
deposit arrangement as is applied to the clearing banks, 
but you could apply some sort of special deposit system, 
probably, to the near banks. You could also apply 
some sort of control by the central authority on their 
general policy once you definitely regard them as 
banking institutions. In that case the provisions 
of the Bank of England Act would apply and you could 
give directions with the treasury's approval so that 
they would be brought in under the general unbrella 


of control. I think those are the first two things. 
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THE CHAIRMAN: Before we leave that, I 


suppose a great many of these near banks have substantial 
dealings with the clearing banks, do they? 

LORD COBBOLD: They do. 

THE CHAIRMAN: They depend to some 
considerable extent upon loans, so to that extent they 
might be affected by bank policy generally. 

LORD COBBOLD: That is certainly so. 

THE CHAIRMAN: Or is that so? We have had 
different views expressed. 

LORD COBBOLD: That is certainly so ina 
large number of cases; and, of course, there is an 
indirect sanction there which operates more in times 
when deposits are being withdrawn than when deposits 
are being added to; but there is a certain amount of 
indirect saction there. Also, on the other side of 
the balance sheet, as it were, that adds to the friction 
in some ways. 

COMMISSIONER GIBSON: In thinking about 
near banks, how far do you go in the financial system? 
Do you get them out of savings institutions? 

LORD COBBOLD: Not to the building societies 
or savings banks. That is pretty clearly regulated 
and defined, and their practice is well understood. 

I do not think the clearing banks would feel they are 
taking any unfair advantage of the rules to be applied 
to the regular banking system. 

THE CHAIRMAN: What about the trust companies? 
Do they do very much in the way of deposit business? 


LORD COBBOLD: Not the trust companies 
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themselves, as a general rule, no. 

COMMISSIONER BROWN: You mentioned a bank 
or an institution that by name was called such by the 
Bank of England. Is it a correct assumption they have 
to request this? It is not a question of your being 
able to say that such and such an institution is a 
bank? | 

LORD COBBOLD: This has never been tested 
in the courts. I think you will get various legal 
opinions on this. 

COMMISSIONER BROWN: But thus far it has 
always been at their request? 

LORD COBBOLD: Yes, I would say it has 
always been at their request. There is no doubt, in 
a great number of cases, that any member of a clearing 
banking committee and members of a.number of other 
committees are automatically regarded as banks. There 
is the Board of Trade legislation in the matter 
requiring returns that also affects this. There is 
some legal doubt as to exactly who is a bank and who 
can be given directions by the Bank of England; and 
this has not yet been tested in the courts, and. there 
is a certain. number of marginal cases. There has been 
a good deal of discussion as to whether there ought 
to be some new legislation. This was a matter the 
Radcliffe Committee gave a good deal of attention to, 
as to whether there should be some new legal definition. 

THE CHAIRMAN: For you it would be very simple 
to have a new letal definition: You could decide what 


to put into it, and have it. But for us there are 
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constitutional vroblems that arise. and the meaning of 
; ect has Ft been fully judicially dernee 

LORD COBBOLD: You say, Mr. Chairman, it 
would be easier for us. I have gathered from my legal 
friends in the U.K, that it would not be all that easy. 

THE CHAIRMAN: Oh no, but you have not the 
constitutional difficulty. 

LORD COBBOLD: Certainly, no. 

THE CHAIRMAN: I say that because the 
federal parliament here could not do that. 

LORD COBBOLD: This is a subject which I 
have discussed frequently, at great length, with my 
Australian colleague too. 

THE CHAIRMAN: There is the same difficulty 
there? 

LORD COBBOLD: Yes, there I think banking 
powers lie with the states. 

THE CHAIRMAN: The banking powers lie with 
the federal authorities here, but the question arises 
as to what is the limit of that authority. 

LORD COBBOLD: Subject to correction, I think 
in Australia the banking powers lie with the states, 
and that in Australia it is even more complicated than 
it is here. It is by no means just a U.K. or Canadian 
problem, but a world-wide one that is giving a lot of 
trouble. 

COMMISSIONER MACKINTOSH: On this point, 
my recollection of the Radcliffe Committee report is 
that on the whole they rather dismissed the near banks 


as being not too serious a problem. Do I interpret you 
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j correctly as not agreeing quite with that? 
2 LORD COBBOLD: I think they were hunting 
3 around but did not find any. great solution and that 
4 they, therefore, hoped it. was a matter which would 
5 settle itself or which would not obtrude too violently. 
6 I do not think I felt the same confidence. 
7 COMMISSIONER MACKINTOSH: Thank you. 
8 THE CHAIRMAN: Is the chief offender the 
9 finance company? In view of the relative amount of 
10 business that they do and the effect upon the economy 
that they might have, is that 80? 

LORD COBBOLD: Yes, but it varies a bit from 
13 time to time. That is what we would have called the 
14 hire-purchase company? 
THE CHAIRMAN: Yes. 
16 LORD COBBOLD: That was a most difficult 
17 subject, certainly at one time. More recently some 


parts of that industry got into difficulties here and 


18 

19 there, and I think the difficulty from that side 

20 decreased a littie. Then, there is a number of people 
1 quite outside the market. Even going down to travel 
22 agencies and stores, very widely they have been taking 
23 deposits and giving what is term credit, but not 

24 exactly in the form of a hire-purchase contract. It 
95 spreads pretty widely at one time and another, but 

6 certainly it stems mainly from finance and hire~-purchase 
7 companies. 

28 COMMISSIONER LEMAN: I believe you said 

29 that there is a number of marginal cases. Are there 


30 institutions in England that accept chequing deposits, 
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as such, that are not considered banks and do not 
now come under the jurisdiction? 

LORD COBBOLD: I would not know exactly 
what "chequing depesits" would mean in our terms. 

COMMISSIONER LEMAN: Demand deposits. 

LORD COBBOLD: Yes. 

THE CHAIRMAN: That is what you meant when 
you used the word "deposits" -- "demands"? 

LORD COBBOLD: Yes. 

THE CHAIRMAN: If there are no more questions 
on this we shall proceed to number 4, the effects of 
monetary policy on the domestic market; the relation-~ 
ship of bank rate to interest rates, generally; the 
relation of monetary policy to debt management. 

LORD COBBOLD: If I might just say a word, 
first, about general objectives of monetary nn 
I do not want to go into this at great length installa 
you will have many more competent witnesses than myself, 
and many witnesses who know much more about the Canadian 
scene, I would just like to say, however, that I think 
there is a considerable measure of unanimity in the 
central banking profession, and more widely, about 
objectives. I find, for myself, that I am unable to 
improve on the words used by the wine governor 
of the Bank of Canada, Mr. Rasminsky, in his statement 
of August lst, 1961, in which he said: 

"4, the broad aim of the community 
is to attain, to the maximum extent possible, 
eertain generally accepted objectives: High 


level employment, high stability and 
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sustained economic growth. A flexible 
monetary policy is an essential element in 
the total blend of policies directed to these 
ends. In a situation characterized by 
large unemployment and unused capacity, 
monetary policy should be directed to 
encouraging the use of credit. On the other 
hand, if the economy is approaching a 
'econdition of full stretch, policy. should be 
directed towards discouraging the use of 
eredit." 
As I say, as a general statement that seems to me to 
put it very concisely, and I find myself in entire 
agreement with it. 
The other important thing to underline 
right away, I think, is that monetary policy is 
continuously interlocked with fiscal policy -- using 
the word "fiscal" in its broadest sense, to cover the 
whole range of government and local authority expenditure, 
taxation and borrowing, which can never be kept in 
separate compartments without regard one to the other. 
The general line of monetary and fiscal policy must 
be complementary or at least not contradictory. .And 
the complaint of most central bankers, including myself, 
over the post-war years has been that they have been 
left to carry too heavy a part of the battle against 
inflation, with insufficient support from the fiscal 
side. I have always maintained that an attempt to 
stem inflation and keep prices steady, by credit 


controls and interest rare policy alone, is doomed to 
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failure if the budget and public expenditure policies 
are working the other way. I would judge myself -- 
though we have fortunately not yet had to face this 
position since the war -- that an injection of credit 
and low interest rates would be even less able, all 
by itself and without support in other fields, to 
counteract a serious recession. But given an agreed 
general line of policy, credit controls and intefest 
rate policies have proved themselves in the post-war 
period: They are much more flexible than taxation 
and long-term public expenditure; they can be adapted 
fairly frequently and pushed a little now in one 
direction and now in the other as the economic wind 
veers. The metaphor of driving a car along the road 
has been criticized as being stale, but I still think 
it the most descriptive. It makes no sense to drive 
along the highway with one foot continuously on the 
brake and the otnes foot continuously on the accelerator; 
and this is what happens if you have a restrictive 
money policy and an expansionist budget, or the other 
way around. On the other hand, once you have decided 
the sort of average speed your engine and the state 
of the road can take, it makes every sort of sense to 
use a touch of the brake at one moment and a touch of 
the accelerator at another. But there is another 
limitation to the effectiveness of monetary measures 
which is often forgotten, unless the measures are savage 
and violent -- and savage and violent measures should 
be reserved for crisis conditions because they upset 


the economy and disturb healthy growth -- they take time 
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to work through. You cannot expect a gentle change 


in the emphasis of credit policy to take effect in 

a week or two. Our own experience in the United Kingdom 
is that it takes something like six months before a 
switch from easy to tight conditions, or the reverse 
movement, works right through the system. 

Under the United Kingdom practice, which 
differs, of course, from other practices, the commercial 
bank lending rates are directly related to the bank 
rate, and I think that is a very important point and 
a considerable difference between the British practice 
and many other practices, one which means the bank 
rate is something more immediately real than it is . 
in a number of other markets. That is to say, the 
majority of commercial bank lending arrangements are 
expressed, so far as the rate of interest is concerned, 
as the bank rate pilus one or the bank rate plus one 
and a half, varying with the minimum. So, if the bank 
rate is at all on the upward swing <- probably any- 
where upwards of 33 -- it immediately impinges on the 
direct charge of the lending rate of the commercial 
banking system. That is to say, when, for example, 
the bank rate was increased by two points at one of 
our more difficult moments, that automatically increased 
the charge of the banking community's lending rates 
to pracgically all their customers by .2 -per cent. 

That is an immediate and direct relationship. 

A change in the bank rate will also, under 

our arrangements, immediately affect the short-term 


money rate which will immediately come into adjustment 
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with the clearing banks! deposit rate, which is, again, 
related to the clearing banks! lending rate and, 
therefore, immediately affected by a change in the 

bank rate. That is so far as short-term money rates -- 
treasury bills and short-term government securities 
maturing within one, two or three years, or thereabouts, 
and perhaps up to five years, are concerned. 

So far as long-term interest rates are 
concerned, the position is distinctly different. On 
the text book, of course, an increase in bank rate 
ought to put up rates right through the whole picture, 
and a decrease in the bank rate ought to bring them 
down right through the whole picture. As a matter of 
fact, that has not always proved the case, and there 
have been occasions when, an increase in the bank rate 
has had the opposite effect, in the long-term 
rates, merely because the factor of confidence enters 
so largely into this, and when, for example, there has 
been a time when things have been drifting a little 
and. not enough is being done by the authorities to 
keep the thing in hand, long-term gilt-edged prices 
have been sagging. It has several times happened that 
firm action, including a strong increase in the bank 
rate, has actually improved long-term prices from 
a confidence angle, and have, therefore, made long-term 
borrowing a touch cheaper instead of a touch more 
expensive, . Those are, as a rule, temporary, and by and 
large, the bank rate, under our system, does have some 
influence right through the system but much more 


at the short end than at the long end. 
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If I may turn, just for a moment, to the 
relationship between monetary policy, the bank rate, 
etc., and debt management, which I have just touched 
on in those last remarks. The fundamental objective 
of debt management is to ensure that government can 
borrow for its requirements at a reasonable rate of 
interest and that maturities are so spread as not to 
embarrass the authorities at any one time. Debt 
management is to be considered an important part of 
wider fiscal policy, and needs, therefore, to be 
harmonized with monetary policy. Here too there may 
often be a conflict between objectives. Whilst the 
importance of borrowing as cheaply as possible must 
always be borne in mind, there are very often situations 
when this objective is over-ridden by the necessity of 
keeping in line with monetary policy when it is directed 
towards tighter money conditions. Practice in the 
United Kingdom, where the authorities intervene 
regularly and sometimes heavily in the gilt~edged 
market, has been to steady prices, to restrain movements 
and occasionally to nudge the market in one direction 
or the other. It has never been United Kingdom 
practice to attempt to reverse a strong market trend 
in the gilt-edged market. That is a point which was 
very much to the fore in our discussions with the 
Radcliffe Committee, as some members of your Commission 
may remember. The general policy -- or I would rather, 
perhaps, say the general operational technique of the 
Bank of England over the past few years has been that 


we are generally concerned to purchase in the market 
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the next maturities of government stock, s0 as to 
ensure a successful conversion. That is to say that 
in the year or two, and more particularly in ‘the 
months preceding a maturity date, the issue department 
will be guying stock in the market so that when the 
time comes to repay or convert that particular line 
the issue department will hold as high a percentage 
as possible of that particular loan so as to make 
the conversion operation an easier one. The practice 
has also been, particularly since the war, that new 
long-term government issues are largely taken up, 
in the first instance; by the issue department of the 
Bank of England and sold gradually over succeeding 
weeks and months. We naturally try, so to speak, to 
clear our book of a new loan within a reasonable time 
and not to get stuck up with it indefinitely; and we 
always like to have the great majority of an issue sold 
on the market before making another government 
long-term issue. The reason for that process is 
that the market just cannot absorb on one day 
& 200 million or & 300 million of government stock, 
or whatever it might be. 

We have at times had a tap loan -- we had 
a tap loan all through the war -- but generally speaking, 
in these times and conditions, we have found a tap 
loan inconvenient because it pegs the level of 
long-term interest rate and rather prejudices one's 
flexibility of action in later months; and we have 
generally decided that this more flexible arrangement, by 


which the issue department takes the stock on its book an 
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in fact leaves the stock on tap to the market in the 


succeeding months, is much more flexible because it 

can alter that tap and can close it at any moment 

and can increase or decrease the volume of sales, and 
it can adjust the price at which it is prepared to 

sell that stock in conformity with the general movement 


of the money rates. 
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14) I don't say that will necessarily remain the way in 

2| which we do it, and I do not say it may not in certain 
3] conditions prove convenient to make an issue and 

4| expect it to be taken up outside along one day, or 

5| we may find it convenient at certain times to revert 

6| to the pure tap loan method. This method we have 

7 adopted has proved very successful subject to the fact 
8 that one does not allow the issue department book to 

9 get too full of any particular security so that that, 
10 in fact, becomes gummed up and it prejudices your 

11] subsequent operations. 

12 In the early days after the war our probiem 
13|| Was we were left with a very heavy floating debt, 

14 and our internal technical problem was to get that 

15 funded into a more manageable permanent or semi- 

16 permanent debt structure. In the event we had to 

17 finance a good deal of that short, partly because it was 
not practicable to fund it long and partiy because at 
19 times during the period rates had been on the high 

20 side, and we did not wish to fund too long at too high 
1 rates. The effect of that has been that in every year 


for the last ten years, and it will be the position in 


22 

23 every year pretty well for the next period, there has 
24 been a pretty heavy maturity to be dealt with that 

5 arises mainly out of the funding of this short-term 
6 floating debt which we were left with at the end of 


27 the war. That has been a very constant and difficult 
problem never very far away from our minds, because 
99 When one gets rid of a 1958 maturity one observes 


30 there is something more coming up in 1959, and so on, 
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and one is never far away from it. 

I say that is a relic of war-time finance 
very largely, and on the whole we have managed to spread 
that out in a way which though it causes us continuous 
thought is, I think, not an undue embarrassment. 

| It might be perhaps of interest as an obiter 

dictum to the Commission: I occasionally dip into 
Clapham's History of the Bank of England, and if one 
reads the chapters relating to the period immediately 
after the Marlborough wars or after the Napoleonic wars 
you find exactly the same page after page: "The governor 
and deputy governor called on the Chancellor to discuss 
the problem of funding the floating debt", and it 
happens again and again throughout the history, and 
it is extraordinary the degree to which the werds 
used by our predecessors a century and two centuries 
ago are precisely in the same terms as the words which 
we have been using in Whitehall since the last war. 

I think that about covers that, sirs, for 
the moment. 

THE CHAIRMAN: You mentioned the aims of 
monetary policy. Of course, I think it no doubt is 
quite obvious that at times there is the conflict between 
one and another, between price stability on some occasion 
and perhaps full employment on the other. Do you find 
any special priority that should be attached to one of 
these aims over the other when there is a conflict? 

LORD COBBOLD: I would agree, he, entirely 
that there is a frequent conflict in that. My own view 


is that it requires a continuous exercise of judgment. 
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and that at ene time one thing may be more important, 
and that at another time another aspect may be important, 


and really that is what the people in my late profession 


te which of those they should attach the most importance. 

I think I would just say this, and certainly 
this is true of general policy in the United Kingdom: 

I think the one thing that most peeple in authority in 
the United Kingdom at this moment, most of whom lived 
through the 30's in their earlier years, are determined 
not to gee again is AF High Level of unemployment. 

I would think in many people's minds, and as a general 
propesition that would go for me, I think I would tend 
to put that as the highest priority of the lot. 

THE CHATRMAN: When you centemplate full 
employment it can hardly be said that monetary policy 
alone ean accomplish that? 

LORD COBBOLD: Certainly. 

THE CHAIRMAN: And as you have already 
mentioned, that weuld have to be in conjunction with 
fiscal policy or some other policies which may be beyond 
the strict purview of monetary policy. 

LORD COBBOLD: If I were te put it negatively, 
I should regard anything like mass unemployment as the 
greatest failure én benere of the fiscal and monetary 
authorities of any failure they could make under present 
circumstances, By that I do not mean until tomorrow: 

I mean quite some while ahead. I should not regard it 
as any achievement of the fiscal and monetary authorities 


to keep the level of employment up by methods and means 


have, therefore, to try to weigh up at one time or another: 
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which would. quite inevitably lead. to mass unemployment 
in years to come. J think there is. quite often a danger 
in some. thinking to think too short on this subject. 

THE CHAIRMAN: On the other hand, a great deal 
would depend on the cause of the particular unemployment 
situation? 

LORD COBBOLD: What I really had in mind was 
that it is probably easy to keep, full or fullish employ- 
ment by a very easy.money policy for a very short time; 
let your prices. go up, and not. bother about your 
competitiveness, However, ascertain as night follows 
day that.will lead you. into. trouble in your. balance of 
payments. situation. and competitive situation and is beund 
to cause unemployment, at a later stage, and you are 
no whit further.forward, and you are somewhat further 
backward. I think you have to keep the longish view 
on that. 

THE CHAIRMAN: There are. certain. structural 
changes in the economy from time to time which might 
give it a new. direction which monetary policy would have 
very little to do with -- you could hardly rely. on 
monetary policy to have much effect? 

LORD COBBOLD:, I would agree.. I think. it will 
in almost all situations have some effect. The amount of 
effect it will have. depends. normally on the different 
situations. I would think an extreme monetary policy 
will always have an effect. A very tight monetary policy 
and very high interest rates will always have a consider- 
able effect;. and a very easy monetary policy and very 


low interest rates will always. have an effect on almost 
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any situation which I can envisage. However, it certainly 
is true what one would call moderate adjustments will 

have much more effect in some circumstances than in 
others. 

THE CHAIRMAN: When you speak of the stability 
of prices you have contemplated a certain fluctuation, 

LORD COBBOLD: Surely. 

THE CHAIRMAN: Within limits. 

LORD COBBOLD: Yes. 

THE CHAIRMAN: I understand in Sweden they 
had a four per cent inflationary increase from year to 
year ever since the last war. They do net seem to be 
very much concerned about that. 

LORD COBBOLD: No. 

THE CHAIRMAN: Is there any rule that you 
can apply to the sort of fluctuation of prices that would 
be in keeping with -- 

LORD COBBOLD: I think only the rather general 
rule that one would not like to see it run at all too 
quickly and not like to see it out-distance the increase 
in productivity. I think we must all face the fact that 
at least since the war -- certainly in the United 
Kingdom and probably all western countries -- pressures 
have been inflationary pressures, and what we have been 
concerned to do is try and damp down a bit when we have 
seen opportunities without doing damage to economic 
growth. 

THE CHAIRMAN: That is another point I was 
going to mention: Sustained economic growth is another 


problem which on the face of it might involve some 
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inflationary pressures, necessarily. 

LORD COBBOLD: Necessarily some. When I 
talk about price stability, that really means, except 
possibly in some world prices for commodities, trying 
to maintain price stability downwards. Most of my centra 
banking colleagues around the world would agree that in 
practice since the war that has meant trying te keep 
the upward movement of prices from getting out of hand. 
It has not involved conscious efforts to keep prices up. 

THE CHAIRMAN: When was the last time you 
might say there was reasonable stability of prices? 

LORD COBBOLD: I am afraid before I was in 
the business. 

COMMISSIONER LEMAN: Lord Cobbold, you have 
used the mataphor, and I would like to take a littie driv 
with you if you are willing to take the wheel: Do you, 
in fact, in the United Kingdom in your discussions with 
government set quantitative values on these various 
objectives in terms of unemployment, rate of growth and 
price stability? Can you do a little bit of both short- 
term and long-term planning in terms of actual figures -- 
set yourself targets? 

LORD COBBOLD: I would not say we set ourselves 
actual targets in that sense, but in every discussion on 
this ‘subject which I recellect all these points have 
been raised and, so to speak, have been put from differen 
positions at the table and from different points of 
view. I think they have always been raised and at 
different times a different degree of importance has 


been attached to each of these factors. 
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I would repeat, however, that over the period 
in most people's minds the fear of possible unemployment 
on any large scale tends to be the dominating one 
except for immediate pressures on the balance of payments 
and the foreign exchanges which I was going to come to 
in more detail a little later. However, of the general 
considerations running through there has always been 
emphasis on keeping as much price stability as possible; 
always emphasis on maintaining industrial expansion and 
growth. I think perhaps I should put it that as the 
chief background fear or concern in people's minds 
remains the unemployment one. I think I might probably 
say that is a very great distinction from the attitude 
taken by some of our continental central banking friends, 
particularly in the countries where they suffered very 
heavy inflation, where I should say that the major 
concern at the back of almost SgarybadgAs minds has 
been to avoid the risk of inflation again at any cost. 
That is in those countries where savings have disappeared 
once or twice in a generation, and there there is 
no doubt that whilst with us, and perhaps with you 
and in the United States unemployment has been the 
dominant of these factors, in certain central European 
countries the avoidance of inflation has been the 
dominant one in their minds. 

COMMISSIONER LEMAN: In talking about un- 
employment you must set yourself targets in a sense of 
what you consider an acceptable percentage or not an 
acceptable percentage? 


LORD COBBOLD: I think that varies from time 
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to time, and the exact percentages would be much more 
a political consideration than a central banking 
consideration. 

COMMISSIONER MACKINTOSH: Would you carry 
that distinction further and say that control of inflatior 
or stability of the price level was a peculiar concern 
of the central bank ‘in that it could do more about it 
than it could do about unemployment? 

LORD COBBOLD: Yes, I would say one is 
thinking about it every day more because it is the 
material of one's everyday business. Speaking for 
myself, I think I would repeat that if I had gone cut of 
the bank and seen mass unemployment I should have thought 
I had done worse if I had gone out and seen almost any 
other condition. I think it is something which all our 
generation has very much in the back of its mind. 


COMMISSIONER MACKINTOSH: I certainly agree 


has gone ahead, can the bank do, actually, very much? 

LORD COBBOLD: No, I don't think so. I was 
asked what was the prior thing at the back of people 's 
minds, and I think it ds that. However, in all our 
day-to-day thinking I think one is much more concerned 
with the other things: Stability and keeping a reason- 
able rate of growth and expansion. 

COMMISSIONER MACKINTOSH: Not that they are 
more important? 

LORD COBBOLD: No, but they are more closely 
associated with the practical things one can do from 


day-to-day. I have, myself, always looked with the 
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greatest interest, not so to speak as a guider of 
policy, but as an indication at the graph of unfilled 
vacancies and employment. It has often seemed to us whe 
that graph crosses it shows the thing is beginning to 
move in the other way. You are familiar with the graphs 
I mean, I am sure. 

COMMISSIONER MACKINTOSH: Yes. 

COMMISSIONER LEMAN: In more precise terms, 
though, I suppose at budget time there is discussion 
between government and bank about the average speed 
of the engine and the state of the road: Does it get do 
to brass tacks, or only very general? 

LORD COBBOLD: Not only at budget times; 
continuously throughout the year, in various forums 
between the chancellor and the governor, between the 
officials, and quite often at a round-table meeting with 
the various people concerned; by no means only on budget 
day -- and they get very much down to brass tacks in 
terms of what one can do about it. 

COMMISSIONER LEMAN: I was perhaps thinking 
of something different. I can understand where you woul 
keep talking about these things all through the year, bu 
at budget time is it more possible to set precise target 
for the fiscal year? 

| LORD COBBOLD: More possible because that 
is the only time it can be done; that is why I was sayin 
monetary policy tends to be more flesible because you 
can deal with it during the year and not only at one 
time. When the chancellor has set his budget policy 


he is, within some limits, committee for the year and 
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has to take a definite view for the year ahead. In 
regard to the sort of machinery I was speaking about just 
now, you can take account of movements through the year 
or at any time, and consider the measures, which must 

be largely monetary measures, you can take next week 


or next montr . 
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1 COMMISSIONER LEMAN: Is the government 


2 willing to consult with the bank on actual figures on 
3 what they will shoot. for in the way of expenditures, 
4 borrowing, et cetera, and see if the bank feels 
5 that that will fit in properly with what it thinks 
6 a proper monetary policy? 
7 LORD COBBOLD: It has been recent practice 
8 that the Chancellor would bring us pretty fully into 
9 that picture, yes. 
10| COMMISSIONER GIBSON: I would like to ask 
11 you a question, Lord Cobbold, about full employment 
12 and growth as two objectives. It is frequently the 
13 case that people seem to think that this is the same 
thing, but in the United Kingdom in the post war 
15 period you have had a very high rate of employment 
16 most of the time, but in recent years not a very high 
17 rate of growth. Now, do you see any conflict or 


basic difference between these two objectives? 


18 

19 LORD COBBOLD: In the sense that 

20 I should have been happier if I had seen a larger 

91 rate of growth over the last few years? 

22 COMMISSIONER GIBSON: Do you think there 

23 is any conflict between the objective of a fairly high 
24 rate of growth and an immediate objective of full 


25 employment? 


LORD COBBOLD: Certainly; if you get to 


26 
7 an overfull employment stage there certainly is, and 
28 we have had that once or twice with all the familiar 


29 things, a bottleneck effect on prices, and so on, 


30 and there have been certainly several periods within the 
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1 last twelve years where there has been definite over- 
2 éhip1Sy ment and definite shortage of labour, particularly 
3] skilled and semi-skilled labour, which has impeded 

4) growth. 

5 COMMISSIONER GIBSON: Would you say, 

6 sir, that the Bank of England's policies have had 

7 a major part to play in this full employment picture 
8]/ which you have had most of the time, or have 

9 you mainly been concerned with preventing it 

10 from going into another situation? 

11 LORD COBBOLD: I think te have been 

12 mainly concerned with combatting the inflationary 

13 situation, because I think all the pressures since 

14 the war have been inflationary pressures and unemploy- 
15 ment has been a distant bug-bear; it has never been 
16 avery present danger. I think it is probably true 
17 that all the time that I was deputy governor or 

18 governor one's preoccupation was how to cope with 

19 pretty consistent inflationary pressures and pretty 
20 definite risks of exchange difficulties and balance 
21 of payment difficulties around the corner. These 

22 have been the current problems all the time. 

23 COMMISSIONER MACKINTOSH: You don't feel 

24 that that is now changed? 

25 LORD COBBOLD: I wouldn't know, sir. 

26 COMMISSIONER LEMAN: You did make a 

27 point that the fiscal policy was extremely closely 

28 interrelated with the monetary policy. Also in a 

29 discussion you talked about the fields where one body 


30 could take the initiative and the other one act as 
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1 counsel or moderator, perhaps, and in other fields 

2 it would be the other way around. Now, would you 

3 go so far as to say they are so interlocked that one 

4 could go so far as to say that the government could 

5 establish after consultation, say, with the bank and 

6 the monetary authorities what they will go for as a 

7 programme, but thereafter should leave to the monetary 
8 authority all matters of maturities and interest rates, 
9 et cetera, 

10 LORD COBBOLD: No, I would prefer to 

11 see continuous consultation myself, because I think 

12 the general picture changes a lot all the time, and 

13 I think if you were to ask the government to establish 
14 something at a given date and then consider two months 
15 after that what you were going to do about it, I would 
16 much rather know what the government is thinking on the 
17 same date as I was taking the subsequent action. I 


wouldn't like to see that too static. 


18 

19 COMMISSIONER LEMAN: You visualize it as 
20 much a matter of give and take all the time? 

1 LORD COBBOLD: Yes, all the time. 

2 COMMISSIONER LEMAN: And not too much 

23 separation? 

4 LORD COBBOLD: No. 

25 COMMISSIONER LEMAN: Earlier you also 


6 talked about the government broker, what he does -- 
perhaps I am getting ahead of myself and getting into 
28 techniques here, but to what extent does the government 


broker know exactly what your position is in a situation? 
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Is he fully informed? 

LORD COBBOLD: He is fully informed 
immediately before we act. Not by any means is it 
necessary to inform him of forward policy. 

THE CHAIRMAN: We will continue this 
after lunch, We will adjourn now until 2:30 this 


afternoon. 


---LUNCHEON ADJOURNMENT 
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---ON RESUMING AT 2:30 P.M, 

THE CHAIRMAN: We shall now resume. 

COMMISSIONER LEMAN: Lord Cobbold, to resume 
where we left off before lunchtime, we were talking 
about the subjects which you put under section 4 here, 
and one of them -~- I will not necessarily take them in 
order =-- one of them is the relationship of debt 
management to monetary policy, and I asked you a couple 
of questions about that and I would like to ask you 
a couple more. 

In the handling of government issues, could 
you give us a brief run-down on the curriculum that is 
used for getting new government data to the public? 

LORD COBBOLD: Could you develop that question 
a little bit? The curriculum that is used -- 

COMMISSIONER LEMAN: I understand that the 
government primarily takes the initiative in this 
deal and decides how much it needs and consults with 
the bank; the bank really manages these things? 

LORD COBBOLD: Yes. In fact, in practice 
the government will decide on their requirements. 

The practice is for the bank to be considering 

all the time how we might best meet the government's 
needs, what would be a suitable moment for a conversion, 
what would be a suitable moment for moving into 

the long-term market, and the normal practice 

would be for us to say to the government, 

"Well, it looks as if now would be a good time 


to deal with that one. We know that 
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your requirements are such and such and we would suggest 
making a move now,” or, alternatively, "Now doesn't look 
like a good time and we will carry on on short-term 
financing for a while and it would probably be better 

to make it next January or next February," and we should 
then agree on that general principle with the government 
and they would say, "O.K,, carry on and let us know what 


specific suggestions you have," 


or alternatively they 
might say, "We would rather leave it for a bit and not 
deal with it until a bit later." We should then get on 
with our initial discussions with the government brokers 
and make up ne minds what sort of financing is the most 
appropriate in all the circumstances and then discuss 

it further with the government and eventually, when 

we agreed to the general lineup of what we wanted to 

do, the governor of the bank would have a meeting on 

the final day with the government brokers, settle what 
terms were appropriate and advise the treasury to that 
effect, and the thing would go ahead. 

COMMISSIONER LEMAN: Is the relationship 
with the government brokers primarily between them and 
the bank or between them and the treasury? 

LORD COBBOLD: Between them and the bank 
entirely; it is an operational relationship. - The 
treasury don't operate in that. The treasury are 
responsible and, of course, are the determining voice 
in policy, but on the operational side they leave that 
entirely to the bank and the relations with the govern- 
ment broker are considered «- and are, indeed ae 


operational relations, 
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COMMISSIONER LEMAN: There is a reference 


in the short statement you gave on this subject before 
lunch, too, to the fact that the bank had never tried 
to change or counteract a strong market situation. 
However, how far short of that has it been the practice 
in England to try to influence relationships between 
short rates and long rates, that sort of action, along 
the whole thing? 

LORD COBBOLD: The short rates, as I was 
saying earlier, really are directly governed by bank 
rates. The Bank of England certainly does have a very 
definite and conscious effect ion short-term rates. On 
long-term rates I don't really think I can use a better 
phrase than the phrase I used earlier, to nudge 
the market in one direstion or another. That is to say, 
in the case of a new issue or in the case of the prices 
that we are currently fixing for loan sales, we might 
on certain occasions touch ahead of the market or touch 
behind the market just to give a slight indication, but 
we should never, as I say, attempt to counteract or 
reverse the real market tendency to move the market 
in one direction or the other, partly because the 
movement can be so large and one might find one's seif 
merely bolstering and feeding a speculative situation, 
but also for policy reasons we feel on the whole it is 
better to let the market broadiy find its level. 

COMMISSIONER LEMAN: Well, there is one more 
question I would like to ask you on that specific subject 
and that is some people have explained to us that they 


thought there could be some effectiveness from a monetary 
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policy standpoint in debt management, what they would 
call countering debt management technique. Could you 
tell us what your attitude is on this score? 

LORD COBBOLD: Well, the main answer to that 
in our case -- and I am purely talking of our case and 
if I understand correctly what is meant by that -- is 
that we are always a bit up against it since the war, 
and as I was explaining earlier, we have maturities 
every year and we haven't nearly the amount of flexibili 
that one would like to have and there are many occasions 
I think when one would like to stand off the market 
for three years or, alternatively, to try and fund 
more among short-term dept ahead of time. So far as 
the United Kingdom is concerned, we have to some extent 
been the creature of the post-war indebtedness because 
of very frequent maturities and we haven't had quite 
the flexibility that would be ideal. 

COMMISSIONER LEMAN: But assuming that you 
had the leeway, do you consider that that is an entirely 
effective tool -- and I am talking of the idea of 
shortening and lengthening the average debt outstanding 
as a monetary policy instrument? 

LORD COBBOLD: I should always have a 
strong predilection for lengthening in almost all 
circumstances. I can see the advantage of cuemaing > 
over for a time to allow that to have its effect on 
supply and demand, I can see the advantage in coming in 
with a big government issue from time to time, it may 


have this effect on supply and demand, but in terms of 


short and long I would always, with a very heavy a 
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debt, be in favour of lengthening wherever I see the 
possibility. 

COMMISSIONER LEMAN: Those who believe in 
this tool believe in it because it can influence 
liquidity in the economy? 

LORD COBBOLD: Yes. Well, there again I 
am afraid I am talking very much from the United Kingdom 
and our trouble is -- at least all the time I have been 
concerned with it -=- that we have had excess liquidity. 

COMMISSIONER MACKINTOSH: I have one or 
two questions, Lord Cobbold, in respect to the effects 
of monetary policy on the domestic market. In your 
memo you have quite a strong clear statement to make 
and agreed with the general line of policy on credit 
controls and that the inventory policy excluded this 
in the post-war period. Now, I find that the Radcliffe 
Committee said almost the same thing but negatively and 
with a rather more optimistic indication, it seems to 
me; they said that by their nature monetary measures 
are incapable by themselves of having an effect 
sufficiently prompt and far-reaching for their purposes 
unless applied with a vigour which itself creates a 
major emergency. Do you think there is a real 


difference there in your -- 
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LORD COBBOLD: There is perhaps a difference of 
emphasis. I would agree -- and perhaps you saw my 
evidence before the Radcliffe Committee -- that the 
only time that monetary policy in terms of bank rate 
or direct credit controls has a strong effect on 
the economy is when it is applied pretty vigorously, 
and probably in connection with some other fiscal 
measures. I think I would still stick to my rather 
more positive setting out of approximately the same 
argumentation which as you say the Radcliffe Committee 
set out, a little more negatively. 

COMMISSIONER MACKINTOSH: There is 
a matter which really touches on deb$ management 
which bothers me a bit. With a vigorous monetary 
policy which produces quite sharp changes in rates, 
do you not, to some extent, destroy government bonds 
as an investment vehicle? 

LORD COBBOLD: Well, to me the real 
factor tending to destroy government bonds as an 
investment is lack of confidence which has often 
a greater effect on the long term market. This 
was, as a matter of fact, one of the particular 
‘points on which I personally had a great deal of 
argument with some members of the Radcliffe Committee -- 
not the committee as a whole. The argument was 
advanced rather freely in one or two quarters that 
it would be a good thing to go into the market in 
a big way to depreciate long term government securities 
to put the rate up. I have aliways held that overt 


and direct action by the authority to depreciate long 
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term government securities in a big way would have 
that very effect of destroying governmental credit, 
and the bank has always maintained that that would 
be a bad thing to do, quite apart from whether it 
was practical or not, for that very reason. 

In the short market where the movements 
of bank rate have an immediate and rather more 
drastic effect, it does not have that result. That 
is because short bonds are held by professionals, 
the discount market and bankers, and they, so to 
speak, recognize that this is one of the ups and downs 
and that they are liable to those fluctuations; when 
it goes one way it will be beneficial, and when it 
goes the. other way they will lose a bit. That is 
all recognized, and the same consideration does 
not apply. It does apply very much in the 
long term market, but, I repeat, the general confidence 
and the feeling that someone is doing something about 
it is more important than the actual movements of 
rate there. 

I, for one, would always set my face 
against the authorities deliberately reducing the 
value of long term government securities by large 
amounts because they are held by the general public, 
and I believe that would have a very deleterious 
effect on the government credit. 

COMMISSIONER MACKINTOSH: Do you feel 
the current techniques of monetary control, as we 
know them, are adequate? 


LORD COBBOLD: Well, I think one should 
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always be open to new ideas and new thoughts. We 
introduced the special deposit arrangement quite recently 
as you know, and I should say we have made quite 
a number of refinements without any startling 
changes over the past twelve years. Indeed, 
in the handling of the debt management side it is 
probably new to go as far as nudging it in one 
direction or the other, . That, I think; was not 
done before recent years. We have been a little 
more positive on that. 

COMMISSIONER MACKINTOSH: Previously 
it would be largely a bills only policy? 

LORD COBBOLD: Yes, almost entirely. 
As I say, on the question of near banks I think we 
are very far from the end of the story there, and 
I would have thought that that was the direction 
in which changes or refinements over the next period 
would probably be necessary. 

COMMISSIONER MACKINTOSH: Do you think 
a policy of freezing advances is an effective way, 
or that it should not be used except in fairly extreme 
circumstances? 

LORD COBBOLD: I dislike freezing 
except in extreme circumstances. I think that 
whatever means are used there is probably an advantage 
in damping down a bit when you see things going up 
too fast, and I would imagine, whichever particular 
technique is used, central bankers would still think 
it wise to use some dampening effect if they saw 


bank advances going upwards too fast. I think the 
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question of pace is far more important than the question 
of volume there. 

COMMISSIONER MACKINTOSH: Freezing, to 
use that word again, is more or less carried out 
by agreement with the banks? 

LORD COBBOLD: Yes. Of course, we have 
a great complication there in that we use almost 
entirely an overdraft system. People have limits 
to their overdrafts, and these overdraft limits, 
taking a very broad average, are used to the extent 
of about 60 per cent, or perhaps a little bit more, 
so there is always a margin of somewhere between 
30 per cent and 40 per cent of the limits that 
customers can draw on. This means that for six 
months or twelve months the banks can do nothing 
about it, and that has added considerably to the 
difficulty of making changes in monetary policy and 
in making our requests to banks to limit advances 
effective quickly. 

There is no doubt from that point of 
view that the system of fixed bank loans makes it 
easier for the policy to have an immediate effect, 
because where a limit has been given that limit 
is normally good for six months or good for twelve 
months, and there is very little that the bank lenders 
ean do about it until the expiry of that period. 
I think that has certainly been, I think you could 
call it, a weakness in the system. 

COMMISSIONER MACKINTOSH: Another weakness 


that you imply is the lag in effect. I think you say 
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at some place that it may take some six months before 
there is a -- 

LORD COBBOLD: That has been our general 
experience. People have commitments and arrangements, 
and it does not make any sense for a banker to go to 
his big industrial customer and say: "Well, you have 
got to reduce your bank borrowing by 25 per cent 
by next week". That would mean either throwing 
stocks onto the market in a rihacetews way, or 
interrupting some development scheme that was three- 
quarters of the way thrcugh. It does take a certain 
amount of time. I do not say that in a moment of 
absolute crisis you could not bring it about more 
quickly than that, because you could, but that would 
be at the expense of doing quite a bit of damage 
to the system. 

COMMISSIONER MACKINTOSH: Again, 
borrowing is like the bill portfolio. Somebody's 
loan is always there. The credit term is always 
coming up for consideration, 

LORD COBBOLD: As I say, there are 
always programmes half way through, and there is 
the level of stocks people keep over that period 
of the year. A violent change brought about by 
some monetary direction can often do a good deal 
of harm. As I say, I do not think it can always 
be avoided, and there are occasions when you have 
to force it. For instance, in September, 1957 -- 

I think that is the correct date -- when we jumped 


from 5 to 7 per cent and had a rather major crisis, 
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it acted rather more quickly but it probably created 
a good deal of confusion in the process. Making 
these drastic changes is not a thing that one likes 
to do frequently. 

COMMISSIONER MACKINTOSH: It is relatively 
easy to see what you might call the financial results 
ee policy and some of the effects on 
international positions, but any inquiries that have 
been made into the effect on the amount of real 
investment seem to me always to be disappointing. 
it is very hard to fix on results. Have you reached 
any conclusions on this? 

LORD COBBOLD: I would agree that that 
is very difficult, indeed. After all, what the 
businessman, whether he is expanding or buying more 
stock, is thinking about is what the general position 
is going to be in three months, six months, or twelve 
months, and he is probably more bothered about that 
than about particular credit actions which the 
eentral bank may be taking at a specific moment. 
Therefore, what he is really interested in, I think, 
is seeing whether the actions taken by the authorities 
are such as to promote activity in the forthcoming 
period, and he is looking at things much more generally 
than at a specific change in rates. 

I would make one observation which may 
be relevant to that. Broadly speaking, I think it 
is true, in the ten or twelve years after the war 
there was such a pressure towards expansion generally, 


and such inflationary pressures generally, that unless 
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there were very heavy mcvements the big business people 
were not tremendously concerned about changes in interest 
rates. I think everybody becomes concerned when 
they go abcve:a certain level. I mean, a 7 per 
cent bank rate in England certainly has an effect, 
I would say, on the big industrial developers, but 
a change from 43 to 5 per cent, or even from 4s to 
54 per cent in those years of expansion had a rather 
limited effect. 

On the other hand, if you get to a general 
economic situation where profits are being squeezed 
a bit, where turnover may be on the up but profit 
is more difficult, which I think has been the more 
recent situation, I think this then becomes much 
more of a factor. I would risk an opinion that in 
the past two or three years people have looked much 
more at their borrowing charges than they did in the 
preceding twelve years, I think people, on the 
whole, have been fairly conscious of borrowing charges -- 
again, I am talking about the United Kingdom -- in 
the last two or three years when it has become more 
difficult to make profit. 

COMMISSIONER MACKINTOSH: As I think you 
found in England, and certainly on this continent, 
it proved fairly hard to get businessmen to say how 
they have been affected by interest rates. Perhaps 
they do not know, but one does not like to be forced 
into the position where one accepts that actions are 


the same at high rates as at low rates. 
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LORD COBBOLD: Yes. As I say, if profits 
are easy and everything is on the up and up, then I 
think it is possible that the level of rates does 
not have a tremendous influence until it gets very 
high. When interest rates get very high they 
inevitably have an influence. In another period 
when profitability is less easy interest rates. come 
to have a definite effect, and people look at them 
very much more. 

COMMISSIONER GIBSON: Perhaps I may ask 
another question along these lines. When the Bank 
of England changes its policy by announcing a change 
in the bank rate -- a sizeable upward change in the 
bank rate -- would you say that this induces Lee A 
expectations in the business community which in turn 
may be the reason for the change in the demand for 
money rather than an actual change in the cost of 
money induced by the change in the bank rate? 

LORD COBBOLD: The bank rate has a 
very strong traditional -- or whatever you like to 
call it -- it has still a strong effect in England. 
I do not know whether it has here. It is one of 
the things that get headlines in the evening news- 
papers, if I may put it like that. <A sharp upward 
change in the bank rate does bring home to the public, 

. I think, more than any other form of official state- 

ment or exercise that there are dangerous waters ahead. 

COMMISSIONER GIBSON: An¢ *:7 "public" 
you mean the business community? 


LORD COBBOLD: The very wide general public. 
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1} It is a curious thing, but that is how it is. You can 
2] go out and make statements about the difficult 

3] situation that is facing us, and all that sort of 

4| thing, and everybody is inclined to shrug that off 

5] a little bit and to say: "We have heard that before", 
6| but if you put up the bank rate from 4 per cent to 

7| 5 per cent then that has an immediate effect on a wide 
8] section of the community. I am not saying that that 

9| makes any particular sense, or whether it is a good 

10) or a bad thing; but’ that tsa’ fact’ in’ my’ country. 

11 COMMISSIONER GIBSON: And, therefore, 

12 the effect of an upward change in the bank rate on 

13 expectations would be more important in causing people 
14| to reduce their expenditures rather than the actual 

15|| increase in the cost of money? 

16 LORD COBBOLD: I think that that’ isso. 

17 COMMISSIONER GIBSON:° Do you think that 

18 that kind of thinking applies on the downgrade, to 

19| a reduction in the bank rate? 

20 LORD’ COBBOLD:” 3° would’ think’ so. *T 

21|| would have’to digress a little from that. Whenever 

22|| we have had to put the bank rate up one of the 

23|| things I have always said to myself is: "How are 

274|| we going to get it down without appearing to relax 
25 too quickly?". Obviously, you do not want to live 
26| with a 7 per cent bank rate for a long time. I do 
yy not think anybody will dispute that. Therefore, 

28 when you go up to 7 per cent, one of the things you 

29| have to ask yourself is: "How on earth am I going to 


30] get away from this without giving an undue impression 
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that everything is now easy?", and one of our difficulties 
has been to put that across. We try to come down, 
as you know, gradually rather than with a bump, and 
while doing so make loud noises to the effect that 
while things are not ina state of crisis any more, 
please do not think that everything is now easy. We 
have not always been wholly successful in getting that 
across. It certainly does affect public judgment 
both ways. 

COMMISSIONER GIBSON: Also with respect 
to this question of how monetary policy works, some 
students of this matter say that it is more the avail- 
ability of money than it is the price of money that is 
important when money is getting tighter or essier. 
Would you care to make any comments on that? 

LORD COBBOLD: I would go back to what 
I was saying to Mr. Mackintosh. In times of boom, 
I think, that is certainly true, when profits look easy. 
I would say that during the ten years after the war | 
it was availability that probably bothered people more 
than price. I think as soon as you get into a more 
difficult profit situation then the cost of money 


becomes very much more a consideration. 
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I would always think that when you get to high levels -- 
for example, the 7 per cent bank rate in the U.K. -- 
that is a very considerable consideration in pure cost. 
But if you are talking of a difference between a 44 

per cent and a5 per cent bank rate and a corresponding 
difference in the availability, on the whole I would 
say that in a time of great prosperity and rather 
inflationary pressures that margin of availability 

is more important than that margin of interest rate 
cost. 

COMMISSIONER GIBSON: So that availability in 
the United Kingdom is not by any means fully reflected 
in changed costs or interest: charges? 

LORD COBBOLD: No, not always. Through 
that period, in a way, we have been nust as much 
concerned to ask the banks to go steady in their 
lending policy, to introduce a special deposits 
mechanism to reduce the availability,as we have to 
put up the cost of it. We have tried to do the 
two together, to a certain extent. 

COMMISSIONER GIBSON: You have never had 
any legal ceilings on interest rates, or that sort 
of thing? 

LORD COBBOLD: No. 

COMMISSIONER GIBSON: But, in fact, the 
interest rates structure has not gone up as it would 
have gone up in a purely competitive market in tight 
money periods? 


LORD COBBOLD: Probably not, no, that is 


cian oto i 
~~ afevel dgtd ot tos voy nonw tstt Anid? eyewis biyow T | 


-- .4,U odd at etex aasd tneo 19q Y odd .SLamsxe 10% 
J209 9mq ai aottsiebrlanoo eldsisbiaioo ytev s at dads 
2 gs maewted esnetesttth s to anivist eis woy MW dnd | 
antinoqasitoo s bis stst Nasd tris isq 2 6 bas tno: x6q | 
Blvow I slow odd mo .yiiltdslisvs edd at sometetttp 
toliet Das yiieqaorq dsets to emtt s ct tedt yee 
yiilldsflisvs he ited sds astweaste wisnottel tat 
svsi teotetat to atgiam dsdt nedt tastrogmt onom at 
»Ja00 
mt ydtiidelievs tedd o8 :WO8arp ARMOL2BIMMOD 
betoeltest ylint ensem wns yd ton et MObRntA Hotial osict 
Teogrsdo daetedat to adgoo beynedo mt 
sguowiT ,avewls ton .of :QJ0asod dao 
doum es saun assed svsid. ow LveW s mf ,botxeq tadd 


wEoads mi ybesta og og axlrisd orig Nes ot Hbsrmrsonoo 


| 
| 
: 
| 
| 
| 


atieogoh [Istosqe s sonbousat of eYoifog antbrel 
oo eves ow as. .ytilidselisvs sft soubseti og met oassdoon 
sat ob o¢ bekat event sW .dk to teoo edt qu duq 
-thotxe atstiso s of .teddez0d ows 

Ded teven sverl yoY  :VOBaEID HAVOTA@aLMMOO 
toe defy to ,asts x dteststat oo eaniiies Lsgel yas 
Tantdag to 

,ok :G108d090 CHO. 

845 ~JOST at .Ju@ sMOBsTD ARMOTeSTMMOD 


Divow si as qu srtog ton asd siutouvate assist teotedat 


Se es eh en dose aetna umepiqthsslspndniispeaninicln snk iesonssamioomes 


Sdait mk teoerem evisisegmos yfeiug s at qu Sion svsed 
Tabotteq yerom 


eft gedt .om .Jon yldsdord :aqgogaoD qHOW 


Nethercut &é Young -406 1- 


Toronto, Ontario 


probably true. 


COMMISSIONER GIBSON: Would you care to 
say anything about how tight money affects consumer 
decisions in addition to business decisions? Is 
this an important factor, do you think? 

LORD COBBOLD: It is a very important 
factor. I should have thought the sort of considerations 
were normally the same. That is to say, I would 
think that the bank rate as a warning bell affects 
consumer decisions quite considerably. 

COMMISSIONER GIBSON: These are decisions 
to buy automobiles, houses and that sort of thing? 

LORD COBBOLD: Yes. If I may repeat 
myself, \Iv.am not saying whether it’ is right or wrong, 
or sensible or not sensible, but there is no doubt 
with the British public that a certain sharp rise in 
the bank rate does more than a great number of speeches 
by a great number of people, to have an effect on the 
public mentality that things are rather difficult and 
that they had probably better go a bit siow in their 
spending. That is a traditional fact, and it seems 
to have that effect. Perhaps it is more psychological 
than real, in some ways. If I may put that a little 
more pictorially, so to speak, if you went either to 
a rather superior business dinner party in Birmingham 
or if you went in the evening around to a public house 
| on the outskirts of any town in England, people would 
know that the bank rate had been put up that day, and 
would be interested in it, and that would be a subject 


of general conversation; and the chap either at the 
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business dinner or around at the public hoysa provid say 


"Oh, things are obviously a bit tricky". 

COMMISSIONER GIBSON: They would be 
thinking of it in terms of their spending and savings? 

LORD COBBOLD: They would be wondering 
how that is going to affect them. 

COMMISSIONER GIBSON: So that 
psychologically this is very important, in addition 
to the actual impact on the financial world. 

LORD COBBOLD: Psychologically I would 
maintain this remains particularly important, especially 
in the case of a large and rather dramatic move. 

COMMISSIONER GIBSON: Do you like this 
system where you have, as a matter of custom, the 
lending rates and deposit rates of the clearing banks 
almost associated with the bank rate? 

LORD COBBOLD: We find it very convenient, 
because it means we have been able to operate on the 
cost of lending quite directly. .It suits us. 

COMMISSIONER GIBSON: Does it fit into 
other kinds of rates that affect spending generally? 

LORD COBBOLD: Building deposit 
and hire-purchase charges, et cetera,.do not necessarily 
follow a movement of a quarter or half immediately, 
but if the bank rate and, consequently, banks! lending 
rates are moving up considerably, surely other rates 
will move up competitively with them. 

COMMISSIONER GIBSON: This extends out 
to the medium and longer rates to a considerable 


degree? 
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1 LORD COBBOLD: To some extent. You 


2| often get, as I said earlier, the confidence factor 

3| working rather the other way in longer rates, because 
4 if long-term government securities have been sagging 
5 because there has been a crisis looming and you have 
6 not been doing anything about it, if you then do 

7 something about it, that will have an - effect on the 

8 long-term securities. 

9 COMMISSIONER GIBSON: When you mentioned 

10 building rates you were thinking of deposit or lending 
11 rates? 

LORD COBBOLD: I was thinking of their 

13 deposit rates, primarily. 

COMMISSIONER BROWN: In relation to the 
bank rate, the lending rate of the banks, you mentioned 
16 this morning a margin of 1 to 13 per cent. This is 
17 the widest range? 

LORD COBBOLD: No. 
COMMISSIONER BROWN: Is one per cent the 
20 prime rate? 


LORD COBBOLD: I think there are some 


21 

22 people who are probably borrowing at a bank Fane plus 
93 half, a bank rate plus one, which is a normally 

o4| good rate, and it may go up to bank rate plus 2 or 2s, 
a5|| even. That is the sort of spread. 

6 COMMISSIONER BROWN: Do the banks find 

27 this system assists in rationing credit? 

28 LORD COBBOLD: No, I would not say that 

99 assists in rationing credit. That is a question of 


30 credit=-worthiness -- that is, the rate. 
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COMMISSIONER BROWN: But the banks are 


still faced with the problem of rationing credit 
among established borrowers? 

LORD COBBOLD: The banks have been faced 
with that, quite definitely, in meeting the official 
requests to limit their advances or damp them down. 
It faces them with a very difficult problem of 
rationing. 

COMMISSIONER BROWN: They cannot do this 
just by increasing rates? 

LORD COBBOLD: No. On occasion we 
have given some official indication, for example, 
that we should like to see agricultural finance 
and export finance maintained, but we would like to 
see them go slow on hire-purchase and commercial 
building, and one or two of those general indications. 
We have tried to avoid that as much as possible. 

COMMISSIONER BROWN: Have you made 
such suggestions as far as rates are concerned? 

LORD COBBOLD: No, never. You mean 
charged more to one group, or less? 

COMMISSIONER BROWN: Yes. 

LORD COBBOLD: Never. 

COMMISSIONER BROWN: It is on a direct 
rationing basis? 

LORD COBBOLD: Yes, rationing in the 
sense of the sort of speeches the Bank of England 
have made from time to time -- "We hope you will 
damp your advances down, but we hope that in that 


process you will pay due attention to the needs of 
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export and agriculture, and will tend to damp down a 
bit more on certain other things." 

COMMISSIONER BROWN: This relationship 
between the bank rate and the lending rate has been 
an old-established custom, and there is no statutory 
authority for it? 

LORD COBBOLD: None at ail. 

COMMISSIONER BROWN: Can you see any 
reason against having statutory authority for it? 

LORD COBBOLD: I see no necessity for 
it with us. It is a universal custom -- universal 
in the U.K., I mean. 

COMMISSIONER BROWN: There are two 
other matters I would like to ask about in a little 
more detail. Dr. Mackintosh has dealt with the 
point you made, "that it takes some six months before 
a switch from easy to tight conditions works" -- 
and your phrase is -~ "right through the system". 
Does this refer to the banking system or the financial 
system or’ the whole country? 

LORD COBBOLD: The whole country. 

COMMISSIONER BROWN: That is, the 
effect is fairly rapid throughout the whole country? 

LORD COBBOLD: The effect is fairly 
rapid on the discount market and the short money 
apparatus generally. In fact, the effect is felt 
on the next day. The effect is probably felt by 
the banking machinery within three or four weeks. 

I was speaking of the ‘time that it takes to get through 


to effect other expenditure decisions and consumer 
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decisions. 

COMMISSIONER BROWN: One further question 
on techniques. When the government broker starts 
to act in the market on one side or the other, in 
accordance with your wishes, does he take positive 
action, or is it rather a matter of responding -- 

LORD COBBOLD: Both. There again, 

I repeat that we never try and go against a trend, 
but he will be taking positive action in one or 
two fields, and positive action in buying for us 
the next maturing issue. He is always on the lookout 
for the early maturing issues to help us with a 
conversion process. In a sense he will be taking 
positive action on the recent new issues of which 
the issue department has a large holding, in that 
he will be seeking opportunities to place that on 
the market as opportunities occur. You could 
call that passive action in the sense that he 
will not push that unless there is a demand, but 
at the same time he has a positive instruction 

to get ahead with that as market possibilities 
allow. 

Another function I did not mention 
is that we try not to let any one stock get out of 
line with the general run of stocks because of a 
particular demand or a particular offer of that 
particular stock, so that we normally keep in the 
Bank of England issue department quite a big holding 
of a whole range of government stocks. If one 


stock for particular reasons == somebody realizing 


aa ent 


adistea tevord inemrmevey sid medW yesuptodoes mo |. 


ak. .tedsdo edt 10 obia end so deNrsmend mt toscoe |, 


-- satbaoqaset to tedism s tedést ¢E et to {nottos 
.fisgs sted? .dtvo@ <Gi0geoo GaOL . 

.bneait s tenisgs on bas yas tevont ow Jedd jseqot I | 
to sto mi noitvos evittaog amiiet ed Iftw en twd a 
ey fol arniyud at noftos ovistaoq brs .ablekt ows ‘a 
Suowool sfd no eyswis at sH .oweet satindtem dxea odd *” 
8 dtiw avy afed od senent afitiustem vitae end rot lie 
griined od LLtw ei oanse # ol - @essory notevevnoo ist 
fioldw lo eoweel wen Jneost ont mo fottoes ievitteog lar 


tsds mf .gntblont osisl s ead teemdtsqeb aneet osit 


, ie 
Mo Jsadt soslgq ot seldbastneqqo yrtwooe ed ffttw ocd lar 
Dinos vo¥Y .ryoeso asidlasdieqqoe as teaivsmvedt i 
9d dsdyt sense orld cet. tobtes evisesq tend Lfeo fa 
Jud .Sismeb 6 ab ovens segoimu tedt damqoton LLtw i 
fioijoyitent evictteoq s asd 4c. emt SMBs ont os Bi 
solvilidkeaog d¢axiasm as tedd Adgiwibesds ton o¢ ee 
wolls iss 
ro tsnom ton DED I aokstorw? sedtoas sie 

to duo 383 Moote ono yts coef et dont gad. sw tedd at » | 
& %O sausoed anvoote To mun Isrenes edd ocitw srbe les 
Jsds ‘to toetto tefvotvreq s vO baenmed asfivoltdrag lac 


oft of geo! vilserron ew tsas os .doode talvottisg 


anibflod gtd s sttup troemtasqeh eanaet Saelged to. Need qi | : 


a . 
emo MI .anoote ditemmtevos to egast a 
‘s : 5 


Ssisifeet ybodemoz =~ enogset a aia %0% Moota — 


Pt eee Ad) 


Nethercut & Young -4.067- 


Toronto, Ontario 


broker would be prepared to take that stock in against 
other comparable stocks so as to even out the process. 

COMMISSIONER BROWN: In other words, 
you are operating a yield curve? 

LORD COBBOLD: Yes, that would be a 
passive function, I think really. That is a purely 
technical market equalization function. 

COMMISSIONER BROWN: This is a rather 
technical point too: does he operate always through 

- jobbers? 

LORD COBBOLD: Yes. 

COMMISSIONER GIBSON: I have one other 
question in this area. Lord Cobbold, you have 
Spoken at some length, from time to time, about the 
relations between the Bank of England and the clearing 
banks, and about the informal arrangements that are 
made. I believe this marcas is called "moral 
suasion"? 

LORD COBBOLD: Yes, that is one description 
of: (2G. 

COMMISSIONER GIBSON: There is a lot of 
this, I take it, in the U.K, system. Do the banks 
show any less willingness to co-operate the more 
frequently they are asked to take special measures 
to tighten up a little here and put a little more 
there? 

LORD COBBOLD: I think they complain a bit 


more, but they play along just the same -- up to date, 
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1] anyway. The real source of friction there is 

2 not the frequency, but this near bank question; that 
3] is a difficult one. 

4 

5 
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1 COMMISSIONER GIBSON: You did hint at this 


g| earlier: at times I think you do have a bit of 

3) difficulty in undoing a bit of moral suasion. 

4|| You have asked people to ease up here a little 

5 and then have told them not to ease up. 

6 LORD COBBOLD: Undoing moral suasion is not 
7 nearly the same difficulty, because it does not get 

8 public publicity. The difficulty is undoing the high 
9 bank rate, really. If the governor says to the 

10| Chairman of the clearing banks, "Well, things are a 
11 bit easier and you need not bother quite as much as 
12 1 asked you two or three months ago", that may get 

13 diffused a bit, but it does not get the headlines 

14 that everything is now easy. Whereas if you were to 
15 bring the bank rate down from six to five, that is 

16|| an immediate general talking point and it has a 

17 psychological effect that the crisis is now over and 


everything is plain sailing. 


18 

19 COMMISSIONER GIBSON: But suasion does enter 
20 into ‘it? 

1 LORD COBBOLD: That comes under the first 

92 category, and that can be done much more gently and 


3 gradually. 
COMMISSIONER GIBSON: Even though everybody 
Imows about it? | 
LORD COBBOLD: Even though everybody knows 
about it, it is not a thing that goes to the public. 
That is a thing that would be known about in rather 
99 limited finaneial circles, those that would be 
30 interested in it. Again, in press terms, that would 


be on the financial pages and not on the front page. 
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COMMISSIONER GIBSON: You are quite happy 


about this method of working with the bank system? 

LORD COBBOLD: I can only say it has worked 
extraordinarily well in the time I have had to cope 
with it. 

COMMISSIONER BROWN: May I ask one more 
question which is along this line, but slightly off- 
centre? In Canada some of the provincial governments 
in recent months and years have been issuing what 
are referred to as parity bonds which are, in effect, 
short-term and call paper. I have a clipping from the 
London Financial Times saying that you have a somewhat 
Similar problem in England with respect to the short- 
term borrowing of local governments, which is now up 
in excess of & 1,000 million, and this is apparently 
connected with and is creating some problems in 
connection with the control of aemadeeuiiie money markets. 
Would you care to comment on this, or are there problems 
involved, or have you any suggestions as to how it might 
be dealt with? | 

LORD COBBOLD: I think that has perhaps 
arisen a bit more since my time, but it is certainly 
true that local authority short-term borrowing was 
going up, I think, rather more than we thought entirely 
convenient, and we had some fears it might lead to 
problems later on. Local authorities were taking a 
great number of short-term deposits at one time. I 
could not really comment on developments in that in the 
last 12 months, I am afraid. 


THE CHAIRMAN: You have, or you did have at 
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one time, what is known as a capital issues committee. 
Is that still in existence? 

LORD COBBOLD: I cannot remember whether 
it is statutorily in existence but it is now out of 
action. I think it still statutorily exists. 

THE CHAIRMAN: What was the purpose of that? 

LORD COBBOLD: That was definitely rationing 
long-term issues. You could not make an issue on the 
long-term market, or on the London market generally, 
Without the permission of the capital issues committee, 

THE CHAIRMAN: So it was, in effect, an 
instrument of monetary policy to that extent? 

LORD COBBOLD: Yes, in wide terms. 

THE CHAIRMAN: But you found it was 
unnecessary? 

LORD COBBOLD: To some extent it became 
extremely difficult in post-war conditions. It was, 
in my own judgment, very necessary in wartime conditions 
and shortly after the war. As things were freed up 
generally and controls were removed generally, I think 
it became increasingly difficult to maintain a financial 
control when the rationing controls had disappeared. 

THE CHAIRMAN: You do not regard it as being 
a suitable control under ordinary conditions? 

LORD COBBOLD: Not really. It became, I 
think -- 

THE CHAIRMAN: Under peacetime conditions? 

LORD COBBOLD: -=- under peacetime and free 
conditions it really became too easy -- I do not mean 


by illegitimate means, but by legitimate means to get 


RAs ese anon nee 


Tesnotatxe mt Lfisa tedd al 

seftenw tedmems: Jonas® I scIOgapo aod 
to dyo won ef di dud sonstelxs nt ylitodndade et st 
-etaixes yL[ivetutste ff{tte ti unidd I inoktdss 

Sdsdt to sreqivg sit esw def :MAMALAHD SY 

afntnolis: ylotinkteb: esw isiT sdh0geoo aod 
edd mo sveet as elem dom blyoo voX ,.eeueat mrst-arol 
.Vilsusnsg veslism sobrol odd. mo to . celta mted=-_nor 
-sotiimnoos esveet Isdiqso elt to molagineq ont tuocddétw 

ais ,goslie mi .asw ti o@ <*HAMALANOD GaP: 

ttasdxe dsdd ot yotiog ywredoenom to Tremwisank | 
~cirrey obiw mt .eeY ~&aod@eoo afog | 

asw di Dnvot yoy tu@ <HAMATLAND me 
Peisressennr 

omeosd th dnetxe smoe of  +:@iogsoo anor 
.4ew JI .anoitibuos tsw-daoq at Siwoktttb ylomenttxe 
amoivibnos emkiusw mk yiseasosn yrev ,themgbet mwo yor oe 
qu besil sisw agnint eA .tew oft tedis yidroda Bas 
natd? I .vilstenern bevomer stew aflordios bags yiferenes 
(sionsnt?t s mistatsm ot tivotYtetb yYlantasotont emsood tf 


—berssqqseth hed alortnoo eLknot den ett sorlw Loutios 


efnisd es tk brsxzet tom ob oY. MALARS FHT 
Tenoljibnos yistkhto robaw Lowtneo eldssise 5 
I .smsoed Jf .ytisot to :G@0a8OD aAnOZ 
wm Norbit 
Tanotsitbaes smitesssg tsbeU tMAMATAHD aur 
setl Dns omttsossg tebas =~ eqyoeaod anor 


asom dom ob I -- yase oot smsoed ylieen oL anokstbhmoo 


TSR of ansem otemtdiael yd ted (enesn etamitinellt yd I 


,ootdimmos seveat Istiqess s as sworn! st gardw <omtt eno |, | 


Nethercut & Young -4072- 


Terente, Ontario 


around it. If they turned you down you could get 
around it by borrowing outside the country or by 
borrowing short and having it converted to long later. 
We found it was the sort of control that runs you 
into a lot of trouble and a great deal of rather 
well-justified criticism, and we felt it was not 
giving results towards the end of its existence, 

THE CHAIRMAN: There was a suggestion made 
in one brief that we have seen that that sort of thing 
might be useful. 

LORD COBBOLD:..I think it was useful earlier 
on, in the immediate post-war stages. 

COMMISSIONER MACKINTOSH: It is awfully hard 
to establish any reasonable priorities. 

LORD COBBOLD: It is very difficult unless 
you have physical controls at the same time, 

THE CHAIRMAN: We move then to number 5, 
which is also the last item: responsiveness of 
foreign exchange markets to domestic monetary policy; 


the role of central banks in international co-operation. 
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LORD COBBOLD: I think, sir, we have perhaps 


verged on that once or twice in what we have been saying 
already, but I would like to make a few more specific 
points. 

Inter-relation between developments in 
the international field and domestic monetary 
policy has increased steadily during the past 15 years, 
with the gradual return, after wartime conditions, to 
free exchanges. During these 15 years the Bank of 
England has probably, of all.the major central banks, 
had to concern itself more with the international 
field because throughout these years watanee of payments 
and foreign exchange troubles have only been just around 
the corner, and also because sterling has been and is 
a very important reserve currency. Canada also clearly 
has a special position in this matter because of the 
very close contact with the American market and the 
American rate structure. But, I would say, generally, 
with the present degree of freedom in trade and money, 
no central bank can afford to take decisions for 
domestic reasons only, without any regard to inter- 
national developments, and any decisions so taken are 
inevitably harmful to the international currency 
structure which has been laboriously built up since 
the war. 

One can, I think, to some extent divide 
the effect of domestic monetary policy on the foreign 
exchange market into two categories, though those 
categories overlap one the other. There is the general 


confidence side and there is the technical side of 


“OO GEba.f> Save 
gaiysa nsed sved ew tsdw nt sdtwt 10 sorte Sent ad boatev 


aqadteq evan ow the .sekdd I 


oitiosqa srom wet s exism od eof i bluow I gad’ Uybsstlse | 


“yasateg 


mt atnemqolteveb meewted nottslervoFd AT 


visisnom ofsaenob bus blot? [enottsmredat easy | 


<2tsey Cl dasq edt antiuh ylibseta heaseront esd yotrog 
od ,amotdibaes omidisw teste .mtiton Levbets odd dtiw 
to ams@ odd ersey @L cued santas .deunstoxe Sort 
.exasd [sities tobsm edt [fs to .Vidsdorg asd Sas land 
{snoltenmietnt odd dtiw srom tWeest mrsomoo o¢ bar 
edromysg to sonsiad arsey saerlt duorauotdd Ssensbosd blek* 


Davois taut, need yiso svsd asidvots epasnoxs matero? bas 


~~ 


at Das sed esd antitede sausood oafs Bris .tentos oft 
yiteslo oals sbenmsd  Yorerro syresss suis toqmk yisv s 
oid to sgrsood tesdtam afdt at gmoLtteog [ekoeqa s bact 
edt Dis sJovuem asolvemA sid détw tostneo eeofo YIsv 
¥llsisieg ,yse bivow I .3uG .euwdosrte o¢st neo feo 
.YSon bas ebsis af mobee rt to setneb tasesrq edd dotw 
‘Ol anofatosb oxvst oF btotts ass wned [sténso on 
“teint of bisgos yns twoddhiw .ylno enoessr oldesemob 
Sis Meliss of anotatoeb yrs bas <avnemgoleveb Lsnotdart 
Worst 9 fsnotisrtedaL edt ot L[ytarred vidsdtvent 
conte qu tltud yLawottedsl need ean dotdw suutourte 
~tsw odd 

SDEVID tnusixs emda ot enmtdd I A189 Sri0 
ugfotol ons mo yotfoo yrsdemom oftesmob to tostts sdd¢ 
Ss2o0dtd Aguedsd .astroxgstso oid tali vexism sansdoxs 


fstens3 odd at sted? .«xedto snd eno qslisvo eettogetso 


to obta Isotmroed sit at etedd bar ebta somebitmos oe 


7 


an 


-< 


Nethercut & Young -4074- 


Terente, Ontario 


movements of short-term money, and so on, in one direction 
and another. Our experience has been that at the times 
when a foreign exchange crisis has been looming, strong 
monetary action, if it is taken, as it several times 
has been along with other decisions in the fiscal field, 
has had a very considerable effect on our balance of 
payments. But, I would underline that it is always 
confidence, that is to say, the general attitude of 
overseas markets, overseas bankers and the public over- 
seas generally about the gereral policy of the United 
Kingdom, which is the determining and over-riding 
factor. 

I would not say that you can always be 
certain that a tight: monetary policy will react quickly 
on the foreign exchange position. I would, however, 
with considerable certainty put the converse of that, 
that if any authority in a major centre runs a very easy 
money policy which is much easier than the other major 
centres are running, for any considerable time, that 
will certainly have an adverse effect on its foreign 
exchange position. I think that is quite certainly 
true. 

The confidence factor to which I referred 
is, I think, particularly true of sterling partly 
because of the very heavy overseas sterling liabilities 
which we inherited from the war and partly because 
sterling with the United States dollar and gold 
traditionally, and practically today, constitutes nne 
of the main reserve currencies. 


I said there was a confidence factor and a 
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technical factor. I have dealt with the confidence 
factor. Then, there are the technical sides; that is 
to say, the attraction of floating short-term money 
to the centre which offers higher interest rates. 
I said earlier these two factors overlap because 
international short-term money will not move into a 
centre which offers better interest rates unless people 
have confidence that that particular centre is going to 
be able to hold its position and hold its rate; so that, 
the two interlock. But the technical factors, by and 
large, I mean mainly the movement of short-term money 
which is looking for the best remuneration it can find, 
is helpful often on a very, very short view to re-establis 
a position, and there have been times in the recent 
history of the U.K. and sterling where we have put up 
interest rates sharply, put them above the rates in 
other centres, with the deliberate intention of 
attracting some short-term money back which may have 
left earlier on, and so re-establishing confidence 
and keeping our reserves at a reasonable level. 

On the other hand, those movements of 
short-term money can become embarrassing and, as in 
so many instances in monetary policy, one has to weigh 
advantage against disadvantage. If you have a large 
volume of short-term money coming in it adds to 
confidence and it makes your reserves look better. 
On the other hand, it means a country is nationally 
bearing a fairly high interest cost and paying that 
overseas; and also your position is being made to look 


a good deal better than it is, and the build-up of your 
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reserves by the inflow of what is purely short-term and 
very volatile money may conceal there are still | 
fundamental things which ought to be dealt with in 
the economy and may give a misleading impression of 
good health. That is a point which always has to be 
watched. 

In brackets, there is a double prong to 
that because not only when your rates are higher than 
neighbouring centres, or other important centres, 
do you attract short-term 
deposit money, but you push away borrowing; that is 
to say, in a centre like London where a great deal of 
international borrowing is done all the time, if 
borrowing is relatively at one time cheaper in London 
than in Paris or New York or Amsterdam, then a lot of 
international borrowing will be done in London. The 
moment you put the rates up in London, that will switch 
a great deal of that borrowing to Amsterdam, New York 
on (Paris. 

The advances and lending side is not quite 
as important as what is normally known as hot money, 
the movement of deposits, but it is very important 
and we have found that moves very quickly. There are 
these days a great number of very large international 
corporations who rightly and properly -- it is their 
business -- look around the markets every day to see 
where borrowing is cheapest and where deposits get the 
best remuneration, and there is a lot both of short-term 
borrowing and deposit which flows around in that way, 


and in certain circumstances can conceal an unsatisfactor 


_ 


a a yi 


lea 


bas mred-duoda yLorug at ¢endw to.woLtah alana xdva 


rane | {ftte sxe oterit [sson0l ysm yenom eLtvetov.yrey 


S at dé¢tw diseb ed o¢ ddguo dobdw-agntedd [stnemsbast e - 
- | To Molaaeigmt anthselain s evig yam bos ymonoos. edt |, 


sd od asd ayswis doitdw ¢ntog s ak tant  dtised Boos 
. borlotsw 
ot gromq efdvob s al stent .atellostd aL) sees 


: neit rengtc ers astsy thoy aactw Vine ton cansesd ¢edt 


c2orres Iusdatogmt terse to ,zetines gativoddigten 


mist-tiode soeudts yoy. ob 

af dsdd iantworied yews deuq soy sis . ¥otom, ILaogeb itt 
to [seb Jssug s eiedw cobmol exttl sitaes s-nt eYse od ict 
it .omid ord [fs esob at antworrod Isnoktsatedat ye 
nobsiol at teqsero omtt exo ts ylovidelor af antwortod lt 
to dof s ment. .msbistamA to atoY wel sovatis? at asdd at 


sat .mobnol nt snob od [Ltw 3satwoured. Lanotésaredat lar 


dodiwa {ftw deds .sobmol at qu eetet sat Juq soy taamom ive 
HXOY well .mebrotemA of antwoxnod tert te iseh ts59%8 8 lat 
-alisf«to jer 
sdiup Jon at ebia grtbael bus asonevbs oAT le 
(venom tod es cwoml yfismroa at dedw as dastitogmi as -& 
tnstiogmi yusv al tk sud .Btlaogeb to s¢oemevom. edd ks 
8Ts stent *Ylotyp YISv aovom tsdd bewet eved ow. bas au 
isnolisrisial ozrs£ yrev to weds céSstg & aysb saorit soe 
ifedd ef tk -- yiveqorg Bas ‘allies ofw enmotisicqres ue 7 
996 O¢ Ysb Yteve atoexaam odd beavers aool <+ sesnieud lac 
eft ten etkaogeb sredw bree vasqseto ai ankworred etedw lee 


mist-Sueda to dtod gol s ef sted bas Aottisisaymey daed 
e¥6w tsdt ot boyors ewort dofdw tiaoqeh bas BALWOTTOS | o¢ 


7 ofosielisenu ms L[seones aso zsonsdamyotbho missteo al bas |i gg 


\ 2 


Nethercut & Young -4077- 


Toronto, Ontario 


position. 

I am not trying to draw any definite 
conclusion from that, but I am saying that is an 
extremely important factor which we have watched with 
very great care in past years. 

On the general relationship of internal 
monetary policy with its external effects, I was very 
much struck in the 10 years following the war most 
particularly between the attitude in the United Kingdom 
and in the United States, and I think perhaps for many 
of those years the Canadian attitude was more like 
that of the United States than the United Kingdom, 
Since the end of the war, of course, for very obvious 
reasons the United Kingdom has always been concerned 
with this overseas aspect. We have had very nr 
overseas liabilities. We have been in a sense living 
on a shoestring in terms of foreign exchange. We have 
been trying to get our exchange controls freed up 
gradually and get rid of the controls of wartime, but 
we have had to move slowly and carefully, and we have 
throughout been extremely conscious of the effect on 
the foreign exchanges and the effect on overseas 
opinion about sterling. In my annual visits to the 
United States, in the first 10 years after the war, 

I always used to compare notes with my banking cists 
in the United States and, of course, this question 

aid not occur to them at all, and they were thinking 

of internal monetary policy during those years entirely 
in terms of internal boom, internal slump, employment 


and all the internal things. It is only in recent 
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years -- the past five or six years -- that they have 
related the internal policy questions to the questions 
of balance of payments and foreign exchange. I always 
used to say to Mr. Martin and my other American friends 
that while I should be very happy to be in their 
position and not to have to worry about foreign exchange 
reserves, as they did not in those years, there were 
at the same time some a because the fact 
we have been so near to exchange difficulties, and 
that everybody is very conscious of the level of 
reserves, does act as a very quick warning bell on 
internal policy and internal conditions. That is to 
say, that in the United Kingdom we have just not been 
able to allow ourselves the luxury of getting into any 
considerable trouble on the monetary or fiscal side, 
because we should have immediately had pretty violent 
exchange troubles. On the occasions when we have not 
dealt quickly enough with a developing situation we 
have very quizkly met with exchange difficuities of 
that sort, whereas, as Mr. Martin and I used to agree, 
in the early days after the war it was very much more 
difficult for the Federal Reserve authorities to 
encourage restraint and to point to things that ought 
to be done because they had not got this warning beil 
on foreign exchange difficulties ringing very loud 
in the ears of the public. 

However, that is going back a little on 
earlier history, and in the last few years that has 
changed, and I think you would find -- in fact, I am 


sure we should all find very general recognition around 
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the world that internal monetary policy and the 
movements on the foreign exchanges and balance of 
payments are very closely interlocked. 

I might perhaps, to end my statement on 
this section, just allude to the very great importance 
which I have always attached to central banking 
co-operation. This has a long history. We at the 
Bank of England have been fortunate enough to have 
extremely close contacts with the individual central 
banks throughout the Commonwealth, with the Federal 
Reserve system in America, and with the European 
central banks, and it has undoubtedly been of the greates 
assistance both in the formation of policy and in the 
execution of operations. It is, of course, possible 
to maintain a degree of contact between central banks 
all the time, which is more difficult, I think, in 
many ways for the organs of government, because the 
central banks have a common interest and a common 
business the whole time and are actually doing a good 
deal of business together and are probably looking 
at very similar problems all day and every day. We 
have made a practice of having not only the top 
people but a number of executive directors and senior 
officials travelling around the Commonwealth a great 
deal, and I think it is probably true to say that there 
has been no time during the time I have been at the 
Bank of England when we haven't known broadly what is 
in the minds of the Bank of Canada, Reserve Bank of 
Australia, New Zealand, and around the Commonwealth 


generally, and when they have not known what is in our 
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mind, and I believe that has been a very beneficial 
exercise, 

The same thing is true of our contacts with 
the European banks. I think I have already said we have 
always kept extremely close with the Federal Reserve 
System in the United States, and I think my 
Commonwealth colleagues would agree the Bank of England's 
close relations and connections in Europe, directly with 
the European central banks and through the Bank of 
International Settlements have made the services which 
the Bank of England can render to the Commonwealth 
central banks considerably greater than they would have 
otherwise been. We are very close to the European 
seene, and by the connections which we have maintained 
with the Commonwealth I think we have been able to 
keep them pretty well informed about what is going on 
in Europe generally. These individual contacts are, 
L think, going on and increasing all the time, and they 
have since the war been supplemented by the International 
Monetary Fund meetings, the meetings of the E.P,.U. in 
Europe, and by the continuing meetings of the Bank for 
International Settlements. 

We had in 1961 what was, I think, something 
of a milestone in the history of central banking 
co-operation in what are currently known as the 
Basle arrangements where a number of central banks 
gave credit facilities to the Bank of England to assist 
in meeting a wave of speculation, and, in fact, saw 
that out successfully with the later co-operation 


of the International Monetary Fund. 
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I believe, myself, that those arrangements 
are a good augury for the future, and show a road 
which can be pursued with great advantage, and it is 
certainly my hope that central banking co-operation 
on those lines will continue and will be intensified. 

I think that is what I have to say, sir. 

COMMISSIONER LEMAN: Lord Cobbold, there is 
one little point here that still puzzles me a bit. 
Earlier you explained to us that you consider a 
7 per cent bank rate rather a violent crisis type of 
action, and that the country would not like to live with 
that level of rates for a long period. Would you say 
that the necessity for such action has been brought 
about by these external factors -- speculative move- 
ments of en money and such? 

LORD COBBOLD: I would put it in a slightly 
different way, sir: I think they have been necessary 
to counteract something that was wrong in the internal 
economy, but it was the pressure of overseas opinion 
and the foreign exchange crisis, if you like to call it 
that, that made it necessary to introduce the remedy 
immediately and quite so suddenly and drastically.. 

COMMISSIONER LEMAN: Because otherwise 
one would have to conclude that the necessity for 
doing it was because action had been taken somewhat 
too late, unless it was an external factor that had 
come about to force the violent action at one moment. 

LORD COBBOLD: There may be sometimes a bit 
of both in it. I think there have been occasions when 


one could have avoided more drastic action if some 
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lesser action had been taken earlier. But, it is 
also true that once you begin to take action of that 
sort, unless you can clearly demonstrate that you are 
taking full and sufficient action, you may do more 
harm to overseas confidence than good, and therefore 
you are probably forced to deal with a disease more 
quickly and more suddenly and drastically by this 
overseas question than you might choose to do if you 
were isolated from the rest of the world. 

COMMISSIONER LEMAN: Because on relating 
this to your statement that the court is not concerned 
with the bank's activities in the foreign exchange 
end, where the bank acts as agent -- 

LORD COBBOLD: I said, I thought they were 
not formally concerned, but at the same time we took 
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COMMISSIONER GIBSON: This brings a question 


to my mind. You rather implied that Great Britain's 
dependence on the international situation, their low 
level of reserves and international indebtedness, at 
times helped them to do the right thing in the monetary 
field. I see this point very clearly, but would it 

be fair to say that it also gets you to go further 

than you wanted to go on certain occasions? 

LORD COBBOLD: On certain occasions certainly 
it was more violent than we should wish. I think 
it persuaded us -- the authorities or whatever you 
would like to call us -- that it was necessary to 
do something. If it had not been for the outside 
factors one would have thought it. more prudent to 
do it a little more slowly but that would not have 
done what was necessary in terms of force. There 
have been one or two occasions like that, 

COMMISSIONER GIBSON: You may have acted 
both more suddenly and in a more restrictive way than 
you otherwise would like to act? 

LORD COBBOLD: I think that is possible. 

COMMISSIONER GIBSON: Would you think that 
this would have anything to do with the slower rate 
of growth in Great Britain in recent years? 

LORD COBBOLD: I think I would hazard a 
guess that if we had not had the overseas liabilities 
inherited from the war we would have then proceeded 
on an even keel very much easier, 

COMMISSIONER GIBSON:. And probably would 


have had a higher net rate of growth over the period? 
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LORD COBBOLD: I think that is right. 
COMMISSIONER GIBSON: You say quite a lot 
about the movements in funds in the freer exchange 
situation, and I have got the impression that it is a goo 
thing in a way and there are quite a lot of problems 
about it; too. This, I take it, is the main way in which 
the central banks are operating today in a practical 
fashion in trying to lessen or moderate this rapid 
movement? 
LORD COBBOLD: And offsetting it, too. I 
would say perhaps offsetting more than moderating. 
COMMISSIONER GIBSON: Well, this tendency 
is obviously increasing as the western world is becoming 
very much more one place from the economic point of 
view. Are you concerned about the ease with which money 
can move around, or do you think this is a good thing? 
LORD COBBOLD: That depends; I think this 
is an advantage, but it implies that the leading monetar 
fiscal authorities must pursue policies not. too far out 
of line with the others or they will be subjected to 
very violent movements in one direction or the other, 
and it also means that there must be machinery available, 
whether through central bank co-operation, plus 
European arrangements, plus the B,1I.S. arrangements and 
the International Monetary Fund arrangements in order to 
meet that constant movement and make sure that sudden 
movement of funds from one place to she thes will not 
upset the whole thing. 
COMMISSIONER GIBSON: And in this process forwa 


foreign exchange rates play quite an important part? 
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LORD COBBOLD: Yes. 


COMMISSIONER GIBSON: Do you think that 
this is a proper area for central bank intervention? 

LORD COBBOLD: There has been a very violent 
controversy in a number of technical fields and I 
always hold the opinion that we are much better to keep 
out of the forward market. I couldn't tell you how that 
controversy has moved in the last few months. 

COMMISSIONER GIBSON: You would rather let 
the funds move and do what is necessary? 

LORD COBBOLD: I am only talking about 
London again, but my technical experience on that has 
always been that if you get into that field it is very 
gdifficult to get out and you are very likely to find 
yourself with international speculation on your back 
and at your cost, and it is very difficult to get out 
from under. I would much rather let the rate move 
out and look after itself. However, that is a personal 
opinion on a considerably controversial subject. 

COMMISSIONER GIBSON: Do you think this 
increasing co-operation among central banks is affecting 
the importance of the international reserves, gold and 
key currencies? 

LORD COBBOLD: I always feel what is most 
important in this general question of the international 
liquidity is confidence, I think international 
liquidity is probably sufficient at the moment provided 
people have confidence in the stability of the main 
reserve currencies. 
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arrangements which were made, and the subsequent 
arrangements, have contributed enormously to a growing 
feeling of confidence that these things are being looked 
after, which is what the people want to know. 

If I may go back a little, you will remember 
the very considerable upset there was in March of 
1961, which was I think due in large measure to the 
feeling that whereas co-operative arrangements under 
a more or less regularized pattern had been greatly 
built up after the war, the moment came in March of 
1961 when this seemed to be done without proper 
consultation and that the arrangements had rather 
broken down, and we had to come in in a big way to 
get over that; partly to deal with the immediate problem 
that there was, but also to re-establish the feeling that 
the authorities were co-operating and had the thing 
in hand, and I believe that last year's International 
Monetary Fund arrangements made a big contribution to 
that as well. 

COMMISSIONER GIBSON: Do you see any serious 
risk of lack of international liquidity? 

LORD COBBOLD: Oh well, there could be in 
certain circumstances, but it had not bothered me so 
long as I was in the bank, 

COMMISSIONER GIBSON: From what you say 
I gather that one of the key factors in this picture 
in your mind would be confidence in the dollar sterling 
in maintaining that degree of liquidity? 

LORD COBBOLD: Yes, confidence in the 


dollar sterling rate. 
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COMMISSIONER GIBSON: You have answered the 


questions in your initial statement pretty thoroughly. 
Iam just wondering if you care to say anything about 
the Canadian position from a foreign exchange point of 
view. We operate in somewhat different circumstances 
and, as you know, we are closely economically associated 
with the United States both in a trade way and in an 
investment way; we are subject to very large capital 
movements and we, as you know, have had a number of 
problems about what is the appropriate exchange rate 
policy, and I wonder if you would care to say something 
about that? 

LORD COBBOLD: I really don't think I am 
competent to do so. 

COMMISSIONER GIBSON: Do you see any reason 
why we should have a different kind of policy, for 
example, than the United Kingdom because of our particular 
position? 

LORD COBBOLD: In many ways I think you must 
have to some extent a different kind of policy. 

COMMISSIONER GIBSON: Well, I don't want to 
question you on this point if you -- 

LORD COBBOLD: I don't really feel I could 
make any useful contribution to that. 

THE CHAIRMAN: We are now finished. 

LORD COBBOLD: Thank you. 

THE CHAIRMAN: I may say that we appreciate 
immensely your assistance. The discussion has been 
of very great interest from beginning to end, and I 


just wish to express our thanks and our great 
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appreciation for your presence here with us. 

LORD COBBOLD: Thank you very much, I thank 
you in my turn for your kindness and courtesy. 

THE CHAIRMAN: We will adjourn now until 


9:15 tomorrow morning. 
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Ottawa, Ontario, 

Tuesday, September 11,1962. 
On resuming at 9.20 A.M. 

THE CHAIRMAN: Call the meeting to order. We 
have this morning a submission from Dr. Marius /Holtrop 
of the Netherlands. We welcome you this morning, Dr. 
Holtrop, and we wish to express our appreciation to you 
for coming here and giving us what we anticipate will be 
very great assistance. We have all read your brief with 
great care and I may say we are all very much impressed 
with the presentation you have made in it, and I am sure 
there will be considerable questioning arising out of 
it. We are delighted to have you nerve and very grateful 
to you for coming. 

DR. HOLTROP: ‘Thank you, Mr. Chairman. I have 
no statement to make. I only want to assure you it is 
a pleasure for me to come to this Commission and help 
you in the work you are doing. 

THE CHAIRMAN: IL ern ee Dr. Holtrop, that, 
there being a number of people in the room who wish to 
hear you, you keep that in mind; it is sometimes 
difficult to make yourself heard in this room. I am sure 
they all want to hear everything you have to say. Do 
you wish to make a statement? 

DR. HOLTROP: No, Mr. Chairman; I have no 
Special statement to make. 

As a matter of introduction, I want to stress 
that my memorandum, of course, is based on my own 
Dutch experience and on the general approach to the 


monetary problems, and that I have not specifically 
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thought ef Canadian conditions because I thought it 
natural you would like to compare the situations in other 
countries with the Canadian situation. I have no 
specific knowledge, nor sufficient knowledge of your 
Canadian conditions te venture opinions about them, and 

I would only stress that nothing in my paper has any 
background or suggestien of giving opinions about the 
situatien.here,. I.knew.it.is different, and it would 
take a lot of study to be able to venture opinions about 
the situatien as. we find it in. this ceuntry. 

COMMISSIONER BROWN: Dr. Holtrep, perhaps i 
would serve as an introduction if yeu would eutline for 
us the organization and management: of the Netherlands 
Central Bank. 

DR. HOLIPROP: I. weuld be glad to, Mr. Chairman. 
The organization of the Netherlands Bank is perhaps only 
to be understood quite clearly when ene takes inte 
censideration that it is a very eld institution which 
has evelved. The Netherlands Bank was created in 1814 
as a general bank with the special right of note issue 
and with private shareholders, 

It was nationalized just after the war. 
Shares were taken over by the government, but the 
nationalization has not brought very much change in its 
structure; practically none, I would say. The conse- 
quence is that it is still that kind ef a limited 
liability cempany under Dutch law with some special 
rules which de not apply te other limited liability 
companies, because the sharehelders de net have 


specific rights of great impertance. They have 


ne great rights, because previously, under the 
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1 Corre of the bank, it was thought right the shareholder 
2|| should not influence the business of the bank too much. 

3|| So, we find an institution where most of the executive 

4| powers are in the board of management, the managing 

5| directors, where there is a board of commissioners which, 
6| for internal purposes, controls the board of management, 

7 a board of commissioners which convenes only once a month, 


in which one member specially represents the government. 


9 He is the Royal commissioner and he is the one who 

19 reports also to the minister if we thinks it necessary 
WH about the goings on in the bank and discussions between 
12 the board of commissioners and the management. 

13 


Then, there was created in the Bank Act of 

14 1947 a second body called the bank council. ‘The bank 

15|| council is a body which is advisory to the minister of fin- 
to monetary policy. 

16| ance in all matters pertaining/It can take the initiative 

17|| itself, but usually it has to be consulted by the 

18|| minister of finance in those cases where the law gives 

19| the minister of finance ee ne in relation 

20|| to the bank's business. The bank council is a body 

21 moh. as expressed by the Act, is the representation 


oe of the total community in the bank. It consists of 17 


members who are appointed by the Crown and who are 


24 nominated by specific groups that are indicated by the 

ce law or by special Royal decree, These special groups who 
26 make these nominations are, for example, the employers 

27 associations to represent trade and industry and commerce; 
28 the trade unions, to represent labour; agriculture is 

29 represented; transportation is represented; banking is 

30 


represented; the stock exchange is represented; economic 
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science is represented. So, this is a broad body 
representing all serts of aspects of the total life of 

the community and, as I say, acts in an advisory capacity, 
It convenes at least six times a year. 

The president of the bank has to report about 
current economic conditions te this body, and on the 
basis of these reperts, and bank policies, of course, 
there are general discussions about the policies of the 
bank and abeut the cenditions, and this is a two-way 
affair. We think it is a very important thing. It has 
two ways of influencing: it is a bedy that gives the 
management of the bank the oppertunity te censult people 
eut ef different shades of life, about how their 
thinking is in the sphere ef bank policy or the 
sphere ef economic development. Alse the management 
ef the bank conveys menetary thinking to that body, and 
that bedy is a high representation of the cemmunity: 
for example, I think I-mentiened’ in my brief, the 
presidents of the three great trade uniens in the countr 
are in the bedy and it gives an eppertunity to explain 
menetary pelicies also to these people. So, I think it 
is a very veered bedy for the exchange of information 
both ways. 

The actual pewers in the bank, that is, 
the pewers of decision, are cencentrated in the board of 
management which is appointed by the Crewn on neminations 
made by the beard of commissieners. The Crown can appoint 
the president eutside the nomination if it thinks fit, 
after having sent back the nomination a few times. 


The tendency is 
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that there is a strong influence in the appointment 

of the management of the bank to the body of the bank 
itself. It is kind of an influence of perpetuation and 
keeping it in the professional sphere. As far as I can 


judge, all appointments for the management of the bank have 


t 
fe 
fo! 


been of a completely non-political nature. 
A very important thing Peymat: ee abe ei is 
between bank and government is the right of the minister 
of finance to give directives to the bank management 
in case he considers it necessary to co-ordinate the 
monetary policies of the bank and the government, so that 
in casé of a difference in monetary policies, then the 
minister of finance can give directives to the management. 
The management, though, has the right to appeal to the 
Crown. That means, in a constitutional monarchy as 
ours is, appeal really to the council of ministers. 
The council of ministers will have to decide, and there 
is for all normal circumstances the obligation of public- 
ation of the briefs exchanged and the aifferences of 
opinion that have come out in the official gazette. 
This right of giving directives has never been used yet 
but it is, of course, fundamental to the background of th 
relationship between the ministry of finance and the bank. 
So, I think it is a very satisfactory setup in so far: 
as it is necessary, that in the end there should be one 
captain @na ship. When there is really deep differences 
of opinion about the execution of monetary policy between 
bank and government there must be a solution, and that 
solution can be forced by this right of direetive. On 


the other hand, the right of directive cannot be taken 
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1| lightly, so that there is a kind of equity created that 

2| way in consultation between the bank and the ministry of 

3|/ finance about policies, if that is necessary. 

4 I should say that in practice we feel that 

5| the bank's business: is te-be considered mainly 

6 the bank's responsibility under normal circumstances, 

while, of course, the business of the ministry of finance 
is completely the responsibility of the ministry of 
finance, and in practical life we have not found great 
difficulties there in the period of my office, which is 
since 1946. 

I think those are the most important features 
of the setup of the bank. If I have forgotten any point 
which you think is of interest, I might invite a question 
about it. This is a general outline of what is of 
lpton egies 

COMMISSIONER BROWN: You wiehetehed the board 
of commissioners that meets once a month. That is more 
frequently than the pank council? 

DR. HOLTROP: Yes. 

COMMISSIONER BROWN: How big a body is this, 
and who sie dia them? What power have they got? 

DR. HOLTROP: The board of commissioners is 
a board of 12 members. The board of commissioners can 
really only be understood from the point of view of 
Dutch company law, and they were originally the only 
controlling body of the bank management. The board of 
commissioners in Duteh law takes somewhat the place of 
the board of directors under British law. Its powers 


are Slightly less because they are not generally 
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responsible for the management. They are controlling 

the management for the benefit of the shareholders. They 
may by statute have certain powers, but then it has to 
be explicitly given by statute. Certain decisions of 

the management may have to be referred to the board of 
commissioners, but that is not necessarily 50. They 

are the body in company law, therefore, that controls 

the directors and makes the nominations also for new 
directors. In the bank they have been given a single 
bigger power because they are the ones who approve the 
balance sheet of the bank which generally, under Dutch 
company law, is a power of the meeting of shareholders, 
but, as I said, shareholders of the bank never had the 
full powers of shareholders as they have in other limited 
liability companies, and this power was given to the 


board of commissioners, so that they approve the balance 


fs 


sheet. 
The purpose of the present banking act has 

been to make a :-certain difference between these two bodies, 

’ dnasmuckras the bank council should be more the body. 

that occupies itself specifically with bank policies, 

with monetary policy, while the board of commissioners is 

the body that is concerned with the organization and 

with the finances of the bank, with the internal organizatiion, 

and all sorts of questions that come up there: so, it 

is questions of household, ee prefats and iosses, question 

of management Wind Stikedimathe of salaries, and all that 

kind of thing which comes into the board of commissioners. 
COMMISSIONER BROWN: How are they appointed? 


DRY HOLTROP> © “hey are appointed by shareholders, 
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which practically means now, of course, the minister 

of finance because he represents the state as the only 
Shareholder; but they are appointed on a nomination 
which is made by the joint meeting of the bank council 
and the board of commissioners itself. So, again, 

there is the tendency of giving the bank itself a strong 
influence in perpetuating the bodies that control the 
bank. The minister of finance, as representative 
shareholder, cannot go outside that nomination. 

COMMISSIONER BROWN: Is there an interlocking 
or an overlapping between the two bodies? 

DR; ‘HOLTROP: There are four members of the. 
board of commissioners who are also members of the bank 
council. That is the link between the two. 

COMMISSIONER BROWN: But the actual responsibility 
for operating, for changing the bank rate ...? 

DR. HOLTROP: Is with the board. of 
management only. | 

COMMISSIONER BROWN: And this consists of 
the president ...? 

DR. HOLTROP: The president with four to six 
managing directors. We presently have four, so that we 
are a body of five people, which has'a joint responsibility. 
This is, again, like the general position in Dutch compan 
laws Dutch limited liability companies mostly have 
a board of managing directors that may be two or four 
watt ses who have a joint responsibility. Each of them 
bind the company legally wd) tales their decisions jointly, 
and the position of the president is that he has a 


deciding vote in the case of a tying vote. But, asa 
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matter of principle the president can be out-voted 
in the board of directors. It does not happen very much 
but that is. the legal position. 

COMMISSIONER BROWN: Well, this managing 
board must meet continually? 

DR. HOLTROP: It meets. continually; we meet 
every day, yes. This managing board is,of course, 
comparable with what you know as the executive directors 
of the Bank of England me the ones who are permanently 
there. 

COMMISSIONER BROWN: They come up through 
the bank service? 

DR. HOLTROP: They may or may not. There 
are always several managing directors who have come 
up cwbeeh the bank service, but there are also some 
who may have come from the outside. I would say it is 
usual that the president comes from the outside. Among 
my present colleagues -- and we are five -- there are 
three who really have had a long career with the bank 
before becoming managing directors; one left the bank 
and later came back as a managing director, and one of 
my colleagues was a banker and came into the bank from 
private banking. I, myself, came from industry. 

COMMISSIONER BROWN: What are the terms of 
appointment? 

DR. HOLTROP: We are all appointed for a perio 
of seven years, and we cannot be discharged unless we 
are impeached for extremely special reasons. Soe this 
is a fixed appointment for seven years, and it is usual, 


one must say, that these appointments are continued. 
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SO, once a director, the usual thing is that a director 
continues until the pensionable age. 

COMMISSIONER BROWN: What are the terms of 
appointment to the bank council and board of commissioners? 


DR, HOLTROP: I think they are all four-year 


terms. The board of commissioners has a four-year term - 
yes, both of them have. They fall due according to a 
certain schedule, and they come up for re-appointment 


after that period. 
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COMMISSIONER BROWN: In practice do you 
get an opportunity or does the management board get 
an opportunity to suggest these nominations? 

DR. HOLTROP: We might be consulted, 
yes; because the Board of Commissioners as a matter 
of fact mostly has meetings together with 'the managing 
board, so we have a joint meeting of the managing 
board and the Board of Commissioners. Of course, 
these nominations are formally not our business; 
we may venture opinions, but we never try to influence 
these nominations, we leave that to the members who are 
formally concerned with making the nominations. 

COMMISSIONER BROWN: Thank you very 
much. 

COMMISSIONER GIBSON: To change the 
subject a little, I would like to ask you to 
elaborate a bit more en the question of the objectives 
of monetary policy. You have put a little different 
emphasis on this than some other bankers and you 
Stated that the primary objective was to maintain 
the internal and external i of the monetary unit 
under conditions of reasonable employment. Peueadd 
that the maintenance of full employment, while 


obviously a major ebjective of a national economic 
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policy must necessarily be a secondary objective of 

monetary policy and you don't in the memorandum mention 
it -- I don't think you are referring to growth as 

an objective, although perhaps that is included in 

full employment. 

I wondered if you could say a little 
more about the conflicts between the objectives, the 
two-fold objective which you mentioned and the primary 
one, that is, the maintenance of the internal and 
external value of the currency, and perhaps if one 
were to do that it would bring out a little more 
some of the possible conflicts in connection with 
the secondary objectives. In other words, as 
you said, there are times when the two-fold objectives 
of maintaining the internal-external value of the 
currency are in conflict, and these are not infrequent 
occasions, and I am wondering if you would give us 
a few examples of the times when they are in conflict 


and what you would think was an appropriate policy 


under these conditions -- perhaps rather extreme 
examples -- is this a reasonable question to put to 
you? 


DR. HOLTROP: I think the question by 
itself is reasonable enough, although it is not so 
easy to answer in the abstract because it is difficult 
then to circumscribe all the circumstances that might 
occur in certain moments, but I would like to elaborate 
on that because I know I have given a little different 
stress than is sometimes given, and the remarkable 


thing is -- in a way it is remarkable -- that I do 
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give this stress not only out of full conviction my- 
self, but that it is also the stress that is given 

in the Bank Act, the Netherlands Bank Act. Article 9 
of the Netherlands Bank Act states what the task 

of the Netherlands Bank is, and in that description 

of the task of the Netherlands bank it says that 

the object and the policy of the bank should be to 
maintian the internal and the external value of 

the monetary unit -- no, it says to regulate. The 
Bank Act says that it is the task of the Netherlands 


bank to regulate the value of the monetary unit in 


guch a way that it is most conducive to the interests 


of the country. 
When you then ask what is meant and 
what can be meant by the value of the monetary unit 


you immediately come to that difference between the 


WR OS 


realize that our Bank Act .. does not go into. 
this; it only says it should try to stabilize as 
much as possible that value. 

Now, theoretically, when | 
we ask ourselves what we mean by the value of money, 
we immediately come to the problem of the internal 
and external value, and we have to distinguish between 
fie value of money in gee eed te purchasing power - 
and the value of money in the sense of the exchange 
rate; the relationship between one monetary unit and 
another monetary unit. Since we live in a world 
in which, and have lived for a long time in a world 


in which we need stable rates of exchange, and we have 
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preceeded to maintain these stable rates of exchange, 
it is obvious to us that one of the primary tasks 

of the central bank is, indeed, to perpetuate the 
conditions which are conducive tothe maintenance 

ef the external value of the monetary unit; that is, 
te maintain the exchange rates or the parity of the 
monetary unit. 

On the ether hand, we agree that it is 
the purpose of Sapevadd policy to maintain the value 
ef money; that is, the purchasing power of money. 

That brings up,.indeed, a questien ef definitien, 
what you mean by the purchasing power; what purchasing 
power, is it the cost of living, is it the wholesale 
prices; what kind of index do you mean? Now, on the 
ether hand this brings in all sorts of questions of 
detail. We have a general notion of what we mean by 
maintaining the purchasing power of money. 

Now, I think that these two, under 
certain circumstances may clash, because maintaining 
the purchasing power of value may clash with maintaining 
the exchange of stability in cases where in the outside 
world there are no conditions of equilibrium but either 
a deflation as we have known them in the thirties, 
er inflationary cenditions as we have known them 
in the forties, and then the purpeses of maintaining 
the internal and external value may ceme into contra- 
diction with one another, as I have explained here, 


and also in my brief, and in a certain moment the 
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monetary authorities may have to decide between the 
ene and the other. 

Now you may remember that in my memo 
I have taken the position that by monetary policy 
generally I mean more than only central bank policy, 
and I think that it is a mistake, really -- I know 
that it is widely being done -- but there is a 
kind of tendency to use the phrase "monetary policy" 
for "central bank policy” only, and I think that it 
leads to unclear thinking if you do this and it is 
a danger not to recognize that monetary pelicy is the 
whole field of monetary management and that central 
bank pelicy is enly part of it. 

I think that central bank policy, while 
it has te choose between the two -- I mean, maintaining 
a certain parity and maintaining the internal purchasing 
power -- must give some preference to the external 
value because the instruments of policy which the 
central bank controls are instruments of policy which 
are mere cenducive, mere ready te be used for the 
purpose of maintaining the external purchasing power 
than the internal purchasing power. But in certain 
moments the country must come to the point where it 
has to clearly choese between the two, and our 
courntry has been over this and your country has 
been also, and these moments may come, 9 bein indeed, 
a choice has to —— between internal and external 


stability and either a decision for devaluation or re- 
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valuatior, that is, a change in the external parity, 
may have to be taken. 

COMMISSIONER GIBSON: You made such a 
decision quite recently, didn't you? 

DR. HOLTROP: We made such a decision 
quite recently and that is, of course, the type 
of decision in which) the opinion of the government, 
prevails above the opinion of the central bank. Lt 
is too important a decision to be left to the central 
bank. It is a government decision but, indeed, that 
type of clash may come, and accordingly a decision 
has to be taken, 

Now, your question was about the 
relationship between this purpose and the purpose 
of full employment or the purpose of growth. 

My approach to monetary problems is, 
after all, that monetary policy as such is an 
instrument which has the purpose of creating the . 
most favourable monetary conditions, and by "monetary 
eonditions" I specifically think, indeed, of the 
disturbances that can possibly be caused in the 
economy by the use of the instrument of money. 

The fundamental thing about the use of money is, 
indeed, that by the use of money we have created 
a split between the act of supply and the act of demand; 
it is possible to supply without demanding because you can 
hoard. the money and you create a disturbance because 
that way yow create an over-supply to demand, and 
the reverse is also possible by the use of money; 


if you have stored up money or you can create new 
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money you can demand, you can execute a demand 

on the market without supplying anything, and that 

is fundamentally what we mean by deflationary and 
inflationary influences. That is the monetary 
approach to the problems, and in my opinion the 
fundamental purpose of monetary policy should be 

and ought to be to reduce these types of disturbances 
to the minimum. You can never achieve 100 per 

cent there, that is impossible because you haven't 
the possibility of observation, where an excess demand 
occurs. Yet the purpose of monetary policy should 
be to create conditions of stable demand against 

the possibilities of supply, and to create that 
equilibrium of demand and supply in conditions of 
what I have called "reasonably full employment". 

I will just mention in this connection that it is 
only a few years ago that in Holland we considered 

3 per cent unemployment as the point where distur- 
bance about the employment situation was ready to 
come up, but we have now gone through several years 
of one per cent unemployment and I am conscious of the 
fact that 3 per cent unemployment at the present 
moment would be considered a disastrous condition, 
while in the late fifties we still considered 

3 per cent unemployment fairly satisfactory, and 
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combat unemployment if it wouldn't be larger 


than 3 per cent 


Now, to come back to monetary policy. 
It is my opinion that monetary policy should only 
be used to combat monetary disturbances, and if 
unemployment is caused by monetary disturbances then 
it is, indeed, the task of monetary policy to combat 
that condition. But it is “also soneeivabtte that 
unemployment is the Hees covelte of quite other 
causes, such as wage polteiess price policies, inter- 
national shift of demand, and there I only want | 
to stress the point that I think it would be 
BGioiecely wrong to believe that you could use 
monetary policy to correct conditions that are 
caused "by other than monetary disturbances. When 
the condi tions that have created ibeatonent have 
no monetary character, I don't believe that monetary 
policy can be used to combat those conditions, and 
if you did you are certainly going to come into 
conflict with other purposes of monetary policy, 
and therefore I have stressed this point and I have 
said that the purpose of monetary policy is to create corn- 
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internal and external value of the monetary unit 
under conditions of reasonably full employment. 

If you haven't got those conditions 
of satisfactory employment it is a question of 
investigation into the causes of that condition 
that could give you a solution to the instrument 
of policy that could be eee to create that condi- 
tion, and it is not a natural conclusion that you 
could use monetary policy to create that condition, 
One might take an extreme example to make that clear. 
I have been told that you had a uranium boom in this 
country at a ae moment and suddenly the demand 
for uranium went down. That no doubt must have 
created conditions of unemployment in those centres 
which produced uranium. You couldn't combat that 
with monetary policy because you eoulawie create a 


demand for uranium that way. 
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There I have given an example of a clear 
and extreme case where it is easily recognizable that 
certain disturbances have caused the condition, and 
that the instruments of policy to be used in correcting 
those disturbances should be sought in the direction of 
the cause of the disturbances. It is for this reason 
that I have stressed these differences. 

Of course, here I may mention that I am 
labouring under some difficulty of language. When 
I use the word 'secondary" I do not know for sure 
whether that conveys to: you anything of a derogatory 
connotation; if so then let me say that I do not 
mean that. When I describe something as primary I 
mean it is the thing that is really closely connected with 
a subject, and that secondary things are the ones that 
come in only as a second instance but which to a 
certain extent may play a role but which in the end 


cannot play the final role. 


THE CHAIRMAN: I think you mean "less 
closely connected with monetary policy". 
DR. HOLTROP: Yes, that is right -- 


less closely connected. 


COMMISS TONER GIBSON: Conceptually, Dr. 
Holtrop, I understand your point very clearly, but as 
a practical matter are there not many cases where it is 


very hard to decide whether there is monetary dis- 
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equilibrium or not, and do you not} in fact, have to 
look on the side of various economic measures as well 
as monetary balance in deciding just when to move in? 

DR. HOLTROP: Oh, yes, we definitely do. | 
I have mentioned the employment situation as one of the 
indicators which are of importance in judging a monetary 
policy. 

In my own country we have had different 
experiences. I remember that we had a lot of unemploymen 
after the Korea boom in the period from 1951 to 1953. 

At that time unemployment figures were rather high, 
but then I know that the government made a study of that 
type of unemployment, and the labour bureaux did also, 
and we were clever enough to distinguish between cyclical 
unemployment and structural unemployment and §‘ other ™ 
sorts of unemployment. That is the approach we took. 
We applied the best kind of thinking we could to a certai 
problem, and ah gave it the best kind of analysis without 
it being all arithmetic, and we définitely came to the 
conclusion that it can be recognized that there are 
parts of the country in which unemployment was occasionally 
due to the fact of improvement in techniques. For example, 
improvement in agricultural techniques made agricultural 
labour redundant, and there were pockets of rather 
high unemployment for that reason. In those cases the 
government very rightly considered that it could not 
do anything about that by a general monetary policy. 

: In those areas the government took decisions 
as to specific policies directed to those regions which 


facilitated the establishment of new industries there to 
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combat the local unemployment which was created by 
those specific conditions. 

On the other hand, of course, we, at the 
same time, had a general policy of lowering our discount 
rate, of making credit conditions easier and of allowing 
the government to have a deficitary budget. Those 
were means of purely monetary action which were meant 
to improve the general conditions, but without forgetting 
that there were specific reasons for specific parts 
of the problem, and not relying on the idea that by 
monetary policy alone you could cope with the problem 
as a whole. 

I think that is important. It is important, 
also, to make that distinction when talking about monetar 
policy because I find that in other countries there 
has been a tendency to accept monetary policy as a kind 
of a cure-all, whereas monetary policy in the sense 
of central banking policy can only be used as a means 
of just improving the general conditions. 

When we talk about growth it is quite clear 
that the determinants of growth cannot be found in 
general demand only. The determinants of growth can 
be found in a lot of other things such as education, 
and also in the volume of savings and the amount of 
investment. These are all things that cannot be 
controlled by monetary policy. 

COMMISSIONER GIBSON: Going back to your 
example, in 1952 you had an under-employment problem? 


DR. HOLTROP: Yes. 
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COMMISSIONER GIBSON: Did you ease monetary 
conditions nisi then than you would a in terms of 
the purely monetary measures because it was an under- 
employment problem, or did you do just what you felt 
was right in the monetary éircunstances? 

DR. HOLTROP: I would not pretend -- certainly 
not at that time -- that we would be able to so closely 
assess quantitatively what we could do in the one field 
and in the other, but certainly at that moment we eased 
monetary conditions. At that time it was also clear 
that the expansion of banking credit was almost 
negligible, as you usually find in a period of recession. 
You find that easing monetary conditions does not lead 
to a strong upsurge in expenditures. You have to ride 
out the period of recession in a way, and create the 
conditions in which it is easy for business to pick up 
as soon as it feels like alate apr iia 

COMMISSIONER GIBSON: Are you concerned about 
creating too much so that later there may be difficulty? 

DR. HOLTROP: No, we have not been concerned 
with that because, actually, there was not that condition 
You might be concerned with that from the point of view 
of budgetary policy. My general contention would be 
that central bank policy, which is monetary policy, 
as applied to the private sector of the economy, has not 
the power to exaggerate money creation in times of 
recession because the economy just will not take it. 
Monetary policy in that semse is most active in a period 
of boom because there the restrictive forces of monetary 


policy by the central bank can really be of importance. 
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COMMISSIONER GIBSON: But you can make the 
banks so liquid that later on there will have to be 
a big expansion; is not that right? 

DR. HOLTROP: Theoretically, no -- not under 
our Dutch conditions, at any rate. It would always 
be within your control to take away that liquidity later, 
I think. In my experience I have never coped with the 
problem of central bank policy being too expensionary 
in a period of recession because you really have not 
got the opportunity. 

COMMISSIONER GIBSON: Why is that? I would hav 
thought that under North American conditions this was 
eminently possible, that a state of liquidity might be 
ereated that might embarrass you later on. You say 
this is not feasible in Holland on the part of the centra 
bank. This is one of the things that worries our people 
at times. | | 

DR. HOLTROP: Yes. There is again that . 
difference of conditions between different countries. 

I would still maintain that in Holland you atina not 

try to do it because it would not help. Making the 

banks more liquid in that kind of period would only 

be possible by buying short-term paper out of the portfolijo 
of the banks for the portfolio of the central bank. 

This would add to the liquidity of the banking system 
without having much influence, in my opinion, under our 
conditions on their active policies. 

T know that in the United States that would 
be somewhat different because the panking system in 


the United States would be induced to go into more long-term 
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financing -- long-term portfolio investment -- which 

is not the habit of our banking system. Our banking 
system, for practical purposes, does not go into long-ter 
portfolio investment, so you could not, under our 

Dutch conditions, influence very much the capital market 
conditions by your monetary policy in a period of 
recessign-- at least, not to a big extent. I admit 

that under the conditions in the United States you could, 
and that there ithe, danger might arise of creating too 
much liquidity which you could not control in a later. 
period when suddenly the private sector would feel like 
spending, 

COMMISSIONER GIBSON: The liquidity created 
by your government is a much smaller problem than the 
problem we have here? 

DR. HOLTROP: It has become a much snaiaer 
problem. It was a very big problem just after the war. 
We have reduced very much our short-term debts since 
the ee days, and we actually had until, I would say, 


about 1952 a condition of over-liquidity in the country. 


It was a kind of a permanent condition of over-liquidity 


which also came out in very low long-term interest rates. 
We had a period when our long-term interest rates were 
in the neighbourhood of 3 per cent. That woes natural 
condition. It was not purposely ereated. It was the 
result of an over-supply x liquidity from the war period 
of inflation which was not completely mopped up by 

the after-war measures. i would say that that gradually 
disappeared from about the early 50's. 


COMMISSIONER GIBSON: How is it, sir, that the 
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record of your country seems to be quite a little 
different from the records of a number of your partners 
in the European common market, and from those of the 
United States, Canada and Great Britain? You have got 
your national debt down more. You put much more emphasis |-- 
I am expressing a view -- on the value of wee currency ; 
particularly its external value. You do wor ise open 
market operations to any major degree as an instrument 

of monetary policy and that is largely because, I take it 
you do not have a large short-term debt. How do you 
explain this more prudent record as compared with the 
rest of the Ged At the Mad time you have achieved 

a very high level of employment throughout the whore 

of the post-war period. 

DR. HOLTROP: I think, in the first instance, 
that the European countries in the 40's at certain times 
made their mistakes in internal policy, and they have 
concluded that these mistakes lead to great difficulties 
and also to external deficits. 

If you go back into the history of these 
European countries you will find that one after the other 
has been in balance of payments difficulties, and so 
has Germany. Germany was quite a problem in the late 
4O's, and we had to study the German case. I remember 
Per Jacobsen going to Germany for the B.I.S. to study 
the background of the German deficit. 

We have come to the conclusion that inflationar 
policies by government lead to balance of payments 
deficits in the end, and since we could not cope with 


balance of payments deficits we rightly came to the 
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conclusion that the monetary policies of the government 
were a very important part of the general monetary 
conditions. 

COMMISSIONER GIBSON: So your aaae dependence 
on external trade helps you to reach these conclusions? 

DR. HOLTROP: In my opinion that is definitely 
so. IL am always consciouswf the fact that we, asa 
Small country with oul high percentage of external trade 
have a problem in respect of balance of payments, and 
that there is a great reaction between balance of 
payments and monetary conditions. 

% Also, we have found it easier to explain 
monetary policies to the people. We have not found that 
very. difficult. We have gone through |= several 
crises. ‘There was one in 1951 at the time of the 
Korea boom which was caused by our internal boom which 
was based partly on old liquidity. There you have that 
example of existing liquidity that had never been 
completely mopped up and which could not be controlled 
because, after all, you cannot prevent people from 
using their own liquidity. At that time we had a strong 
boom which led to a bad balance of payments deficit. 
But, at that moment, we did not find it difficult to 
explain to our people, including the trade unions, and 
all those who partook in the general consultations about ’ 
the general economic conditions, that we were actuatly | 
in a condition of over-expenditure and that we simply 
spent more than we earned and that we could not continue 
to do so. They understood that the only way to improve 


upon that condition was to cut down on our total 
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expenditure. © 

That was the period sii 1951 when we agreed 
which the trade unions -- and this was quite exceptional }- 
that real wages should be reduced. It was ta am thé recit 
way, but as a consequence of Draueeng boom the cost 
of living woke up, and we agreed at that time that 
it was unavoidable and that we must let the cost of 
living go up by 10 per cent and allow wages to go up 
by only 5 per cent which compensated in part for the 
increase in the cost of living. We did that in order 
to get the total economy into equilibrium again. 

COMMISSIONER GIBSON: That is why you did not 
have much unemployment? 

DR, HOLTROP: At that time during the boom, 
of course, we had no great unemployment. |. 

COMMISSIONER GIBSON: ak Hebi after the boom 
OPH O52. 

DR. HOLTROP! the rébessioty of 1952 led to over 
3 per cent unemployment -- yes, definitely. Once you 
are out of equilibrium the process of getting back into 
equilibrium again is generally a painful process in which 
you can hardly avoid going past the equilibrium point 
over to the other side... 1t a a wave movement. Indeed, 
you might say that the fighting of the over-expenditure 
of the Korea boom has been one of the causes of a kind 
of recession after that.in 1952-1953. We, therefore, 
had a period of too high unemployment, and then there 
were periods in which we started to introduce again an 
expansionary policy. That was in a period when we 


had a surplus after the big deficits we had after the 
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boom period. 

COMMISSIONER GIBSON: How much of an increase 
in your cost of living have you had since 1950? 

DR. HOLTROP: I would not know it since 1950, 
but I think since 19&3 our increase in the cost of living 
has been 24 per cent. That is rather high. 

COMMISSIONER GIBSON: That is about 2 per cent 
a year. 

DR. HOLTROP: Yes, or 23 per cent a year. 

It is in that neighbourhood. This increase in the cost 
ee living in Holland is, in my opinion, part of the 
chase of increasing real wages also, because wages 
in that same period went up by some 60 per cent. The 
increase in the cost of living was, Of course, partly 
the result of services getting more expensive as a 
consequence of the increase in wages, and also of 
controlled prices gradually being adapted to the new 
eonditions, and in this respect I am thinking especially 
of house rents which although still under control have 
periodically been increased which has, therefore, increased 
the cost of living. 

COMMISSIONER GIBSON: In other words, you | 
would say part of the increase in the cost of living 
is not real in the sense that it simply reflects higher 
wages that are being paid for services? 

DR. HOLTROP: It was real in a sense, but it 
was unavoidable in a way if you look at it on the basis 
of stable international prices. 

COMMISSIONER GIBSON: Is that a tolerable 


Situation, Dr. Holtrop -- that is, an average increase of 
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2s per cent per year? 

DR. HOLTROP: I do not consider it in the 
long run as a tolerable situation at all, but I think 
under the conditions it was an unavoidable situation. 

I think that in the process of international adaptation 
those kinds of periods may occur, I do not consider 

it a tolerable situation in the cae run because it would 
imply wage increases in the long run of at least 5 +per 
eent a year. There are differences of opinion on this 
matter, but at the present time an increase of about 

5 per cent per year per head of the population in real 


income has been normal. 
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We have had, over a longer period, 
already increases in real income of 4 per cent in 
total -- 14 per cent being due to increases in 
population and, theverore: 23 per cent being due 
to an increase in productivity. I would not be 
able to forese* whether in the long run we can 
expect that to continue, :but were it to continue, 
on top of that you would have to have a 24 per cent 
price increase, which would mean you would have to 
have about a 5 per cent mage increase a year. I 
cannot believe in the possibility of maintaining 
the equilibrium in your whole economy on the pasia 
of that high yearly wage increase, because it means 
you also cannot forget the university professors ; 
and the other people, but no government thinks in 

those terms, so your whole system of ipinideis: candid 
wages experiences a terrible tension, Aferorore 
you rive: to continually have that increase. It. 
also brings up the problem of whether your banking 
system can inflate that high in the long run, so I 
hope it would be possible to have stable priceécand,.,. 
indeed, an increase in real income that would be 

neatoaktaiicttn ty an increase in nominal incomes. 

THE CHAIRMAN: Dr. Holtrop, is it 
possible to se akin’ dhe increase in productivity 
of a university professor? 

DR. HOLTROP: No. University professors 
and all functionaries of government have a productivity 
that is measured by their income. The national 


accounts do not allow us to do it differently. 
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seal SERRH SES You mentioned the ssdiglotemnites 
industries 2s re ceciseabnte for a Gondtdacknit | 
proportion of the increase in wages. 

DR. HOLTROP:: No, in the cost of living. 

THE CHAIRMAN: Yes, in the cost of living. 
Well, how would you measure the productivity of 
persons in the service industries? As I recollect 
the situation, some years ago in the service industries 
they were, on the whole, very poorly paid =-- poorly 
paid, perhaps, largely because of the supply and. 
demand situation for that sort of labour, they were 
plentiful. More recently they have become less 
plentiful, and they hold out for higher wages. 
Perhaps they are not doing more per dollar, or per | 
whatever the currency may be, but there may not be 
an increase in productivity relatively to what. aes 
did a few years ago. But is it not inevitable | 
thas when the demand and supply situation changes 
for labour of that kind that wages will rise? 

DR, HOLTROP: No, I would not be able 


to give you the answer to that question, because 


“S48oFesked the same question at home I would turn 


to my statisticians and they would not be able to 


answer, and then I would ask them to go to t#e-Central Bureau 
of ‘Statistics, to find out how, in a special case, they mak 
thegospratcp between volume and price. That 
is easy to do in the case of manufactured products 
that continue in the same character. However, if 


you have changes in character it becomes more 


difficult. If you cannot make the split between price 
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1 and quantity, then you have to give up -- as you cannot 
2 do in the case of government functionaries, It is 


3 a question of statistical technique, where I would 

4 not be able to give you the exact reply. I think 

5 there are cases also in service industries where 

6 it is possible to distinguish between quantity and 

7 price. 

8 THE CHAIRMAN: It may be that the wages 
9 of the service industries have substantially fuer epeec: 
10 over that period, but it does it also apply to the 

11 wages in agriculture and other industries? 

12 DR. HOLTROP: Yes, in our country. 

13 In our country the wage level is rather homogeneous, 
14 but that is exceptional, because we are such a 

15 small country, and it has, moreover, been the policy 
16 of labour and government to make wages homogeneous. 
17 : THE CHAIRMAN: But there has been an 

18 increase in productivity of agriculture, from what 

19 you have said? 


20 DR. HOLTROP: Yes. 


71 THE CHAIRMAN: There are fewer but they are 
22 producing more? 

23 DR. HOLTROP : Yess 

24 THE CHAIRMAN: It may be so in industry 


25 generally, but with the service industries, how do 


26 you measure it? 
27 DR. HOLTROP: I would not be able to 
28 give the answer because you would have to go into 


29 specific industries to ask the question, and the 


30 statisticians and the people who make the national 


| 
| 


SS et RI De A a A et cates panini ant pt gent aaa it itn emotes 


. Lod 
eT? 
i 


~ $gift ~ 


tonnes voy as -- gu svig ot eved voy dont .ytitusup bas : ie 


Sl Siw -€olasaotsongt tesmaxevog to sao ert mat ob 
bivyow I s1sdw .suptadest Isottetiste to noltesup 6 
Hatdsy I y¥lqenx gJosxe edd voy svig ot olds sd ton 
eisdiw sefiteubat solviea mt oalp geese exs s1sdt 
bas yiisinsup aeewied detugaitetb ot sldiaeeog at tt 
ee 


asgew osdt gedd ed ysm JI :WAMADAHO: SHT 


| hbeaseronl ylistinatedvya eved estitasbat eotviee edt to 


edd ot yiqqs o#ls SE aveb vi gud  botseq sedt revo 
Tseludevont vedio baie siutinolrge ml segew 

Yitayoos wo ai ,@eY 3 JORTIOH .Ad 
,auvoonesgonon tedie1 af Level egsw end VAT MOD: tO) AT 
B dove S16 ew sengosd  L[enottqeoxs at tedd sud 
yollog edd aeed .sevoetom esd or bas .yadnwoo {feme 
-8voomagomed aegew stem ot Jnemarevog bar snodel ‘to 

m6 need aed sisdd tgu@ :WAMATAHD SHP 
dsdw most ,evutivolsgs to ydiviteuborq al easetont 
fbise eved vor 


-@8Y <GORTION .AC 


sis yodd Gud vewst sys sredf :KAMALAHD FHT 


ferom gaiouborg 

e@9Y  34OHTUOH .AG 

yitesbal mi oa ed yea 3I sMAMALAHD SBT 
ob wod siieidiiatis sofvaee ed? aAtiw gud ,ylisrensy 
| sot SIVEBSM NOY 

ov elds ed jom biluow I sTOATUOH . AG 


ovat og oc eved bimow soy saugosd tTewans eft svig 


edt bas .noltesesp sd¢ aes od setisesbat ofttosge 


fenolisn sai even ow eigosq edd bas enetoitettete 


Nethercut &é Young == 4123 = 


Terente, Ontario 

account are able to make the distinction between 
quantity and price; and if they cannot, you cannot 
measure it. 

THE CHAIRMAN: The price for farm 
products in the Netherlands, have they risen in 
comparison to the rise in agricultural wages? 

DR. HOLTROP: "Foreign" products? Is 
that what you said? 

THE CHAIRMAN: "Farm" products -- 
agriculture. 

DR. HOLTROP: Yes, in a way they have. 
That is a difficult subject again, because part of 
the farm produce is not a free price, and part is. 
We have also a system of agricultural price support. 
for five. main farm products, where indeed the 
government will allow the price to $é panded! 

For the rest, prices are free, and may or may not 
go up., For example, the price of fruit and 
vegetables is completely free. 

THE CHAIRMAN: But generally? 

DR. HOLTROP:; Generally. they fave been 

playing a big role in the increase of prices. 
Farm products have risen much more than industrial 
products internally, within the country. 

THE CHAIRMAN: Have industrial products 
risen very much? 

DR. HOLTROP: No, they have been: 
remarkably stable. They have some, but not very 
much. The figures I know by heart are since about 


1953 -- and it is fair to talk only about that, since 
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1953, because you may remember that Holland joined 
with the devvbexsdenane Bettas in 1949, and that 

waS a very big devaluation, one which was only 

worked off in prices in the course of the next 

few years. So that the period between 1949 and, 

let us say, 1953 bdskeeen very much under the influence 
ef devaluation also, so that it was not a period of 


stability. Q 
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50 OMMISS IONER GIBS ON : Goink back to the 
question of what is a tolerable price increase, 
you answered by saying that in the future you 
hope there would not be any price tasted Tns 
view of the fact you mentioned services which are to a 
large degree labour and wages, will increase with 
rising productivity in other sections of the economy, 
pushing up wages for services, even if productivity 
is not rising there, is this a possible eventuality? 
This implies that the price of goods will have to. 
deehine, but the price of services will probably go 
up. 

DR. HOLTROP: Certainly, in my opinion, 
the»price of industrial goods where the increase in 
productivity exceeds the average, ought to go down and 
ereate a compensation there for the increase in the services, 
Unless you look upon it from the national point of view, 
it is not a matter of arithmetic, there you have to more 
or less adapt yourself to an international price 

level and build up your own price level on the basis 
of the international one. When I say that I would 


hope the cost of living in the long run would be stable, 
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again that is a declaration of an ideal you would 
not expect to be able, at any rate, to influence — 
yourself to a very large extent; that will be the 
result of international conditions. I can only 
say that if you do not get near to those conditions 
you will be faced again in the. long run with problems 
of international parities, because you will come 
to the point where some countries will be reluctant 
to follow that international Sr BEE increase, and 
where you get tensions in the field of parities. 

COMMISSIONER GIBSON: Do you feel that 
the general world price outlook is still strongly 
inflationary? 

DR.HOLTROP: No, I think that in the 
last four years it has been remarkably stable. 

COMMISSIONER GIBSON: Would you agree 
with Per Jacobsen in his view that the great 
inflationary forces have pretty much diminished . 
now? i 
DR, HOLTROP: I would agree with him 
that it is a fact that international price levels 
in the last four years have been satisfactorily 
stable. 

COMMISSIONER GIBSON: Let us put it 
another way: do you think that the outlook for 
the next decade is less inflationary than the last? 

DR. HOLTROP: I would expect that 
also to be the case, because I think the last 
decade has been under the influence of conditions 


established in the after-war years, and the after- 
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1 war excess liquidity. But I also feel it is a constant 
2 fight and, therefore, you cannot predict too definitely 
3 because it will all be the outcome of policies to 


& be followed by governments. Nobody knows what — 


§ policies governments are going to follow -- at 

6 any rate, not that surely. 

7 COMMISSIONER GIBSON: It is a change 
8 in concept quite a4 bit, because we have talked 


9 about the problems of inflation and the rise in 


10 prices. 


$4], yp ot, DR. HOLTROP: Yes. 

12 COMMISS IONER GIBSON: What about the 

13 conflict between your two-fold objective of 

14 eau te iee internal and external value of the 

15 currency unit when conditions at home are de- 

16 flationary, when you have unemployment and when | 

17 your exchange rate is embarrassingly high? 

18 This is the position we found ourselves in a little 
19 while ago. I take it that it is not a position 

20 you have been in in Holland, from your memorandum. 
21 Would you care to say anything about how far you 

22 think a country ought to defend the value of its 

23 currency? | 

24 | DR. HOLTROP: Im a general way, I would 
25 be willing to say this about it: I think it would 
26 be a question of proper Ry of the situation -- 
27\| - , With all the difficulties of that type of analysis. 
28 But you can come into conflict as a consequence 

29 of your own policies. You may come into a 


30 situation, if you have followed yourself inflationary 
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policies in a. neutral world -- you are bound to find 
yourself in a balance of payment deficit, and you 

may have to ask, "What about the choice between 
internal and external stability?". In the early 
stages of that situation it is quite clear that 
external stability should prevail, and that you 
Should stop following inflationary policies. It 

is also possible, we have known that in the thirties, 
that your balance of payment deficit is not caused 

by your own inflation but by world deflation, . 

That is very hard, because that condition aete 

to be fought by monetary policies in the rest of 

the world, but you cannot decide about those policies. 
Therefore, the choice between using the change in the 
rate or not is a different one than in the case 

where you have the choice of your oh monetary 
policies that might control the situation. This 

has been the dilemma in which several countries 

found themselves in the thirties. We ourselves, 

at one stage, had to decide to ned Pas the currency 
because herenae deflationary world we could not 
possibly, by our own policies, maintain the -parity 
without continuing to deflate within the country 
also. 

Now, the other case is that the disparity 
which comes out in your balance of payment situation 
is not at all the consequence of monetary conditions, 
but is a consequence of shifts in international demand. 
That is a completely different situation 


of course, and under those circumstances I can very 
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well see the possibility of conditions where a country 
comes to the conclusion that international demand 
has made shifts which are long-run and which are 
not expected to change very much, and as a conse- 
guence it is left with a rate of exchange that 
cannot be expected to be an equilibrium rate in 
the future. Under those conditions it might be 
better to change the rate than to deflate, in 
order to get into: equilibrium again. The same 
holds true of the reverse, as in the case of 
Holland and Germany two years ago. We only 
followed Germany; we, aS a small country, would 
not have taken this decision / above’. But, there) again, 
a country can be faced with the dilemma of allowing 
a furtherinternal price-wage inflation, or perhaps 
rather change the rates and have it done with that 
change of rate. Theoretically, these problems 
can come up, and in the future countries can be. 
faced with this type of decision. We know, on 
the other hand, through international experience, 
that there always should be a certain bias for 
maintaining the rate, because a change in rate 
is, after all, a very painful procedure and also 
causes, or may cause, all sorts of disturbances. 
However, I do not think you can give a general 
answer to that question. Every country, then, 
has to judge its own situation and to know what 
it can do with one instrument, or what it might 
do with the other instrument, and has to choose 


between the two. 
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COMMISSIONER GIBSON: Thank you 


very much. I have no further questions. 


--- Short recess. 
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COMMISSIONER MACKINTOSH: Dr. Holtrop, IL 
would like to ask you some rather elementary questions 
to clear up my understanding of your techniques of 
monetary policy. I take it from the memorandum which 
you have Bist that discount policy is not a 
particularly strong item in your list of techniques. 
You mention the banks at times are not discounting with 
the central bank: does the central bank at times force 
the banks into central bank credit? The Federal 
Reserve in America has done this. The Bank of England 
used to bring the market a 
DR. HOLTROP: . No. oT that respect Holland 

is a somewhat difficult example for other countries 
because of the special conditions prevailing in Holland 
which, ina way, are comparable to conditions prevailing 
in a small country like Switzerland. The discount rate 
is not a rate that is usually efféetive in the sense 
of controlling market rates, and it is not effective -beeausile thé 
banks Sg heii do not need central bank credit. 

The cause of these conditions which prevail 
also in some other small countries -- but Holland and 
Switzerland are good examples -- is that. the foreign 
exchange holdings of the central bank, the reserves of 
the country, are normally quite a bit larger than the 
monetary circulation in the sense of the bank note 
circulation. So, if you take the balance sheet of the 
central bank and also take into gonsideration we do not 
hold an equalization fund asset -- it is the central bank 
that holds the foreign exchange reserves -- you will find 


on the one hand gold and foreign exchange, and on the 
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other hand you find the bank note circulation which is 
lower, and then you find on the liabilities side 
some government deposits and some deposits by the 
banking community. That is the whole story of 
the balance sheet of the central bank. The private ‘ 
banks, the market, does not play a role in that 
balance sheet any more. The Bank does not play z 
an active role in the market except that it has also 
a small portfolio of short-term government paper with 
which it can operate on the market. So, there is a 
possibility of open market policies, but not to a very 
large extent. 

This condition means that the market rate 
on the short-term market is more or less conditioned 
by the international situation also, because the 
banks have the choice of investing in the home market or|- 
in the foreign money market and then cover their exchang 
risk. They will do either one or the other as circumstances 
permit and as the rates are. It means that the market 
rate, as distinguished from the formal discount rate, 
is more or less conditioned by the situation in other 
countries, by the market rates prevailing, elsewhere, 
and by the conditions on the market for foreign 
exchange, because banks will not take exchange 
riaks as a rule. DO, 21 Pe cean bank chooses to 
hold part of its liquidity either en Peseeenal o i or 
internally -- Loneen or New York, or wherever the 
market is -- it will cover the ed eee risk and 
therefore it has to deduct from the gross 


interest the cost of the swap 
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It is in that way this market rate is fixed. The market 
rate is the consequence of a situation of a rather 
liquid situation or the situation in a country itself, 
because the foreign exchange reserves are,relative. 

to the bank-note circulation high. They are not by 
themselves high. oie roveten exchange reserves do not 
exceed four months imports. If I remember Somidedry, 
it is even a figure which is much lower than yours. 
Your imports and exports are high, and if i remember 
rightly yours used to be on six months atvauhe -- there 
used to be $2 billion. 

COMMISSIONER MACKINTOSH: They are now. 

DR. HOLTROP: Yes. So, the four months by 
itself is not high, but that is the siti dicing omy 
Under conditions of balance of payments deficits you 
will find the banks lose deposits because deposits are 
re used by the private sector of the economy to pay 
for the excess of imports. So, the liquidity of the 
banks in the case of a balance of payments deficit is 
rather quickly reduced, and that may create a situation 
in which the bank has to turn to the central bank to 
be accommodated by the central bank. 

It was a condition which was quite naturally 
caused in, for example, 1956-1957, the last time we had 
&@ real ble balance of payment deficit, and conditions 
had to be tightened on the market. So, in that year 
it was possible to increase the bank rate and have it 
completely effective. The banks had to pay the higher 
rate and it worked all through the market. 


There are other situations in which we have 
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tried; you might wi) tricks. We have artificially 
created conditions in which the bank rate would work 
that way. We did that, for example, in the Korean 
crisis. In the Korean crisis the banks also vans still 
very liquid because they held a vast amount, or a large 
amount, of short-term government paper and could Les iy 
when the balance of payment deficit led to a withdrawal 
of funds from the banks, have financed themselves by 
letting the short-term government paper run off, and 
then it would have been the government in trouble and 
not the banks. The government would have to turn to 
the market and create conditions where the discount 
rate would also have to become effective. 

At that moment we made special rulings: we 
agreed with the banks, and they took dt upon themselves 
not to liquidate their short-term gavernment holdings, 
but in case of either exceeding a certain ceiling of 
reddit expansion or going down below a certain level 
of liquidity they would borrow from the bank for the 
excess. So, by convention we forced the banks to borrow 
from the Bank to make the rate effective. 

So, there are situations in which, by artificia 
means, we have made the rate effective. There are 
situations, but only in cases of strong balance of 
payments deficits, where the rate becomes effective, 
but under the normal conditions the rate is not 
effective in the sense it controls the market rate. 

It does, however, yet have an influence which is of 
some importance, because the rates the commercial banks 


charge for their loans to clients is mostly based on the 
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Bank rate. They will have a rate, for example, of 


1 


hr 


per cent above the pank rate with a minimum of say 

45 per cent. So, that means if the bank rate is increase 
beyond 3 per cent they will increase the rate charged 

to the customers. At the present time, since 1961 

as a matter of fact, when we increased the bank rate 
because we baxeratr et it necessary from the géiae of 
view of monetary policy to exert a certain restrictive 
influence, we have increased the bank rate to 4 per cent, 
and it had been 2-3/4 per cent'in the period before that. 

We increased hates pe to 4 per cent and this led 
to an increase also inthe cost of bank loans to the 
public. 

So, in that indirect way it became effective. 
However, the market rate is fluctuating at the present 
time. It has been seven-eighths. of one per cent for 
a short period, and it has been up to 2 per cent, but 
it has never in the last two years gore much higher 
than that. In the last two years it has been fluctuating 
you might say, between one and, I think, 23 per cent. 

The market rate is well below the bank rate. 

COMMISSIONER MACKINTOSH: You have already 
indicated that open market policy has a pretty small 
role in your operations? 

DR. HOLTROP: ‘Yes. 

COMMISSIONER MACKINTOSH: Would I be right 
in concluding that your major ee euan is this variation 
of the cash reserves? 

DR. HOLTROP: No, it would not be fair to put 


it that way because our cash reserve system. is actually 
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based on a gentlemen's agreement with the cana. and 

the basic idea of a gentlemen's agreement was not that 
we should use the cash reserves as a method of 
constraining the banks, but that we should use it as 

an additional means of open market policy. You really 
have to look upon our cash reserve system as an 
additional form of open market policy. We actually do 
it this way, that at a certain moment -- and there again 
you have to think of the balance of payments -- if our 
balance of payments is in surplus it means we get an 
influx of cause teeta. and we take over the foreign 
exchange from the banks, and the banks get their 
liquidity, and they have to place these funds on the 
foreign market, if they can, but then, they don't sell 
the foreign exchange to us. However, if there is no 
opportunity to place it on the foreign market they 


have to put it on the home market, and we can do two 


things: we may sell. shom-term paper out of our own 
portfolio to give the bamks the opportunity of investing 
the Surplus, and at the same time we can increase the 
cash ratio to absorb the ee part. The, reverse will 
take place when we have temporarily a period of balance 
of payments deficit. Then again, we will give the barks 
back some of their liquidity by lowering the cash reserve 
ratio, and at the same time buying from them some short- 
term paper out of their portfolio. It is not only the 
balance of payments that has to be taken into consider- 
ation; it is also the fluctuation in the account of 

the treasury. The treasury only keeps its account with 


the central bank, not with the private banks. 
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IT think in your country they can also hold deposits 
with private banks. The treasury can be seasonably 
in surplus. We have tax payments especially between 
September and December when the treasury runs up a balan¢e 
with the Bank., and the consequence is that the money 
market gets tighter, and then again we use both open 
market policy and cash reserve ratio to give back 
some liquidity to the banking system. 
COMMISSIONER MACKINTOSH: .I am not quite clear 

in what respect your agreement with the banks limits 

| its policy. Is it that you undertake to use both so 
that the private banks' earning power is not seriously 
pre judiced? 

DR. HOLTROP: There is something to that, 

but it is also a matter of quantity. Our open market 
portfolio -- you might say the amount of credit which 
we still give to the government, has gradually gone down 
to an immense didi SB: Just after the war we started 
with an open market protfolio of some three billion 
guilders, That was the result of the war inflation; 
really, which we had gone through, and the government 
has gradually paid back its debt to the bank. So that, our 
open market portfolio has gradually decreased, and our 
foreign exchange reserves have gradually increased. 
So, in our balance sheet of the bank the open market 
portfolio has been replaced by foreign exchange reserves 
The small open market portfolio, therefore, limits the 
opportunity of using open market policy for the central pank 
and with a portfolio of only a few hundred million guilders 


we cannot exert a very strong influence on the market, 
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and therefore need an additional means. We had to agree 


‘with the banks to get thats: we made a gentlemen's 


agreement to get that result, and that gentlemen's 
agreement took also into consideration the interest of 
the banks themselves, and therefore led to that situation 


in which we agreed we should, about 50/50, make use of 


both means in case of need. 


You may ask as a consequence, what, then, 
is our restraining policy? What means do we have t@ 
exert an influence on the Dearie The answer is that 
we have to make use of quantitative measures. We have 
to agree with the panks on certain ceilings for their 
credit expansion, because the normal market means cannot 
very well be used in a country where the central bank 
keeps the foreign exchange reserves, and where the 
foreign exchange reserves then exceed the bank-note 
circulation. You will ae countries where those 
conditions prevail that the central bank has difficulties 
in controlling the money market, and that these are countries 
where usually the money. market rates are low. Switzerlan 
and Holland are the big examples there. 

COMMISSIONER MACKINTOSH: Yes. What you say 
with respect to agreements with the bank was what I 
wanted to raise next. My recollection is that while 
you have power to give directives you have not used it, 
but rather you have preferred to make agreements with 


the banks? 
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DR. HOLTROP: The Bank Act and CHBALY of 

control of the credit system gives us ‘certain powers, 
but it makes those powers conditional. That is to 
say, we either have to try to get agreement with the 
representative organizations of the banks about. 
the measures we take, and then these measures are 
final and binding with the individual banks, or, 
if we dicts get agreement with the. banks, then we 
can act on our own with approval of the minister of 
finance, but) the! measures we take hawe ‘then tobe appr ved 
by eer ee have to be introduced within 
three months to parikiament fod dppranin bes there 
is rather a strong check in our system on the 
posshbilities of strong measures of central. bank 
policy. | | 

Now, the powers we have go rather far 
because.we can declare certain cedlings, we can 
make rules about the relationship between liquid 
holdings and liabilities, we can gotrather: far dm that 
respect if for reasons of monetary policy we think 
it is necessary. But on the other hand, the 
interest of the banks and the interest of the community is 
protected by this; either we have to do these things 
after consultation and agreement with the banks or 
we have to do it with explicit approval of the minister 
of finance, who then has to turn to parliament to 
get parliamentary approval of that. 

COMMISSIONER LEMAN: In such a case 
would it be normal for the governor himself to 


appear before parliament to defend it? 
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DR. HOLTROP: No, we don't have public 
appearances before parliament. We haven't. your | 
system of parliamentary committees; parliamentary 
committees don't hold hearings under our system 
of government so there bas never been an occasion 
cikas the president of the bank gets in touch with 
parliament; it;is the minister of finance who is 
responsible to parliament... 

| COMMISSIONER GIBSON: Have you exer: 
taken such measures to parliament? | 

DR. HOLTROP : ales enit is the same thing 
as wish. che directive, this has never cen used, 
and it is again a part of the systém I think we 
developed in Nelda piwik aie you ilies in a way a 
big stick in the background, the directive an? 
the relationship between the government and the 
central snake, the measures to be meee by the 
central bank with the approval of the minister of. 
finance in the relationship between the central 
bank and the banking system, which guarantees, ina 
way, that the consultations will lead to a result. 

I think if ‘ae soba that big stick behind that 
it would be very difficult to agree with Poaiieeus 
on measures which would, after ail, be limiting on 
their activity. It is very difficuit for them as 
private institutions to take the same public view 
as the central bank. On the other hand, knowing 
that it is possible that stronger measures be taken, 
they will try to come to an agreement with the bank, 


and that has worked out that way. 
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That is the result of the latest credit 
control Act which is the Act of 1954, and under the 
older law we had not got this system; there we had 
a system that the Bank had to have the approval of 
the minister of finance to take certain measures, 
and the banks had no say in it. The banks were 
in opposition to that system; they had always taken 
the position that these kind of measures. could be 
made by a gentlemen's agreement, and that it was possibl 
to make them by gentlemen's agreement, Under the 
old law we haven't made use of the legal powers, 
but we did develop certain gentlemen's agreements 
with the banks, and as a consequence of that we have 
also come to a change of law. So, in 1954, the 
law was changed in the direction of the wishes of 
the banks, and that in a way the system of the 
gentlemen's agreement was introduced as the first 
stage of monetary policy, and behind that you have 
the possibility of stronger measures, but I must 
make it clear that this all applies, of course, only 
to special powers of directive which the bank has. 

If by natural causes the bank rate 

becomes effective, it leaves the bank free to give 
or not ee give credit to certain banks, and it makes 
its own conditions when it gives oie cinta the banks. 
The special powers of directive are necessary in those 
conditions that the banks are not reall y dependent 
on the central bank.for borrowing money, because then 
the bank might find itself up in the air in its 


possibilities of sufficiently influencing the banking 
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system. 

COMMISSIONER BROWN: It is more than just 
moral suasion? | 

DR. HOLTROP: It is definitely more 
than moral suasion. We have tried moral suasion 
also and we have also had other experiences. When 
we were still at the first Act, which was rather a 
cumbersome thing, we tried also by moral suasion 
to influence the banks. The trouble is you never 
know how far it works. The banks .will be open to 
it and you believe, of course, that it has a 
certain influence, but you are always in doubt as 
to how much. Moral suasion can't -be put in 
quantitative terms, of course, and the powers we now 
have can be put in quantitative terms. For example, 
at the time we actually apply rates where the banks 
are allowed to increase the total of their loans by -- 
at the present moment we have a figure of 4 per cent 
per month, and if they exceed that figure they have 
to make special deposits which make it unprofitable 
for them to exceed those limits, so they try not to 
exceed them by any large extent. As a consequence 
you will have a quantitative measure and you have the 
feeling that the result of the measure is what you 
wanted to have. 

COMMISSIONER BROWN: For how long a period 
has this one per cent per month been used? 

DR. HOLTROP: It is 4 per cent per month. 
Only since the bepdinted ne of this year; the 


application of this type of control was only started 
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in July, 1961, so it 1s only somewhat more than a year 

that we now have this measure of quantitative limitation 

of the expansion of the credit of the banks. 
COMMISSIONER BROWN: I wonder if you 

would also describe for us in some detail how you 

measure the reserves that they are to hold; what 

time lag is there between the definition of their 

requirements and what they have to have at all times? 
DR. .HOLTROP: The basis of the figures 

already used is a three months’ moving average, 80 

the = per cent applies to the three months! moving 

average, and therefore let us say the June figure 

with which we work is the average of the months , 

ef April, May and June, and this is referred to a 

basic period == the basic period presently is the 

fourth quarter of 1960 -- and this is the basis on 

which the increase in loans is measured the 

month in which they have to make the special deposits, if 

they are in excess of the norm : fixed by the bank, 

is the month directly after the figures have become 

available, so that means that the figures for the 

month of Jume will become available at the end of 

the month of July, and then. in the month of August 

they will have to make the special deposits which 

will compensate for the excess in the month of June. 
COMMISSIONER BROWN: It is a two and 

one-half month lag, if you take the average? 

DR, HOLTROP: If you take the average, 


it is a two and one-half month lag but the average 
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is, of course, the way to keep out a little bit the 
excess fluctuations and you might say that it is 
one and a half months also; it is just as you take 
it, but it is true because of this moving average the 
actual figure of June will only influence the 
calculating basis of the month of June for one-third. 
COMMISSIONER BROWN: The other thing 
was you mentioned that the bank charges to their 
‘eustomers a rate of 14 per cent in excess of the 
banking rate. Is this by custom? Is there any 
statutory limit? | 
DR. HOLTROP: There’ is no statute 
whatever and I would say it is not an absolute rule; 
a@ large part of the loans made by the banks are 
however covered by this custom. 
COMMISSIONER BROWN: It is the prime rate? 
DR, HOLTROP: You might call it that. We | 
don't use the notion of prime rate.. All the rates 
are quite competitive, and in a way nobody knows 
whatthe most favourable rate is that the bank will 
charge to the most favoured customer. 
COMMISSIONER BROWN: Would you care to 
comment on the theory of a legislative ceiling 
on bank charges? 
DR, HOLTROP: I must say that our 
experience with’no legislative ceilings whatever 
has been favourable, and from what I have observed in th 
experience of other central banks wad other banking 
systems I have tended to think that all these sorts 


of rules are dangerous in a way because you come 
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to points where the rule prevents you from doing the 
right thing. 

It is all very nice to say that a 
certain rate of interest should not be exdeeded 
either on the debit or the credit side at a certain 
moment, but nevertheless you can get into conditions, 
to take the example of the United Kingdom, that at a 
certain moment you really want to have strong 
influence, and you may have a bank rate of 7 per cent 
and the whole purpose of the bank rate is that it is 
charged to the customer. If it is not. charged to 
the customer, you can't imagine that it.has an 
influence on spending habits and under these eir- 
cumstances -- which are exceptional, admittedly, -- 
you may say that it is perfectly all right if they have 
to pay 8 of 9 per cent on a bank loan, as it is the 


{dea that this could reduce the demand for bank 


On the other hand, we have a competitive 
banking system, I must admit that; and there is 
complete freedom of action by the banks on high 
or low rates. We have no statutory limits as in 
the United States, for example, for credit interest 
which the bank pays. It is a highly competitive 
business and the banks can just pay. for the deposits 
what they want. There is,.of course, a certain 
tendency for all the normal.depositors toget to a 
certain normal figure, but there again smaller banks 
will pay somewhat higher rates. Banks that are in 
a situation that they need more deposits will pay a 


somewhat higher rate than other banks, and we don't 
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find that that is disturbing at all. So, our 
experience with our freedom has been favourable, 
I would say. 

COMMISSIONER BROWN: You increase bank 
rates and therefore there is an implication that all 
charges to customers are going to be increased. 

You also mentioned that it was very competitive. 
Does this apply in some cases where. perhaps these 
increases don't go through? 

DR. HOLTROP: They may not come through; 
we urge banks as much as possible to pass them 
on, so there is a tendency to sake the banks to 
auth bank rate work itself out. This is true 
also in the other cases when we reduce the rates; 
they are, however, free and we don't control them. 

COMMISSIONER BROWN; How about other bank 
charges? That is, the banks charge you for other 
ae aa 

“DR. HOLTROP: Yes. 

COMMISSIONER BROWN: Are these more or 
less standard or --- 

DR, HOLTROP: There are certain banking 
eharges where the banks have agreements among one 
another’ 

| COMMISSIONER BROWN: And this is permitted? 

DR. HOLTROP: Yes, this is permitted. 

COMMISSIONER BROWN: There is one further 
question which I would like to ask on this, and this 


is one of our problems; what is the definition of a bank? 
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I understand you have such a definition by statute? 

DR. HOLTROP: Yes, we have. by statute, we 
have a definition and we call a bank every institution 
that makes it its business to receive, to a major 
extent, bank deposits and to make loans; that is 
our definition of a bank. Everybody who ce 
deposits and makes loans is a bank and comes under 
our control and is registered as a bank and is 
controlled by the central bank and comes under the 
whole legislation. 

COMMISSIONER MACKINTOSH: How do you 
define to a major extent how much of a bank they 
have to be.to be a bank? 

DR. HOLTROP: you get to a fine point 
because we have a slightly different definition on 
the active side and on the passive side, Let us 
say that there are no statutory limits; at is left 
to the Netherlands pank to decide how it handles — 
it and we do handle it this way. . Taking the deposits, 
we nave fixed -- a rather low quantitative limit; 
we say, I think it is, when you have 100,000 guilders 
on deposit that it is all right. On the other hand, 
in making loans, we look at. the proportion to the other 
parts of their business. So; we say: if you are in 
the business of making loans as your vider type 
of business, then you are completely a bank. 

If you take some small deposits or 

even accept that low limit of 100,000 guilders and 


only sometimes make a loan, but in the major part of you 
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business you are not making loans, then we should say 
no, you are not a bank. This 18 a matter of. judgment 
by the central bank. 

COMMISSIONER MACKINTOSH: They must both 
make loans. and deposits? | 

DR. HOLTROP: ree 

COMMISSIONER MACKINTOSH: Then,.in fact, 
you daiett Say that people, or institutions which 
have only a small amount on deposit, are not banks, 
but really you say they are too small for you to 
bring them into the system? 

DR. HOLTROP: Yes, they are too small 
for us to register when you are below that limit 
and it is not worthwhile to be registered even if 
you act as a bank. Everybody can look in the 
registry to see if you are registered: Then, on 
the other hand, therefore we say if you take 
deposits and very exceptionally make a-loan, we 
for that reason don't consider you a bank, but if 
you make it your business of making loans, then we 
do. 

COMMISSIONER GIBSON: How do you define 
deposits, de you include time deposits? 

DR. HOLTROP: Yes, we ~ The difference 
between -- you get me into quite legalistic points 
here - you have, of course, to distinguish between 
(a) a private loan and (b) a deposit. But a deposit 
with us is a thing that either can be claimed back 
on demand or after a fixed time limit, and which is 


also publicly announced. You are willing to take 
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deposits, so it is also a question of public announce- 
ment. If you don't publicly announce you are Willing 
to take deposits, but you get loans from some place 
where it could be a question of whether it is legally 
a loan or a deposit, then we will Say this organization 
doesn't announce itself as taking deposits,and therefore 
is not a bank. 

COMMISSIONER GIBSON: What if you are Willing 
to sell fixed term paper? 

DR. HOLTROP: Fixed term paper wouldn't 
be a deposit under our system, and institutions that 
Sell fixed paper would not be considered to take 
deposits: “I assume it might create problems if there 
were institutions of that kind, but there are not -- 
except the municipalities, you might say, but they 
again don't eive ‘Loans: **Tt “is, EF “Chink, imaginary 
that you could try to sell paper on the money market 
and make loans on the other hand, but you would, if you 


did, according to our definition, not be a bank. 
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THE CHAIRMAN: I still fail to understand 
the real distinction Betwateta deposit, when it is 
defined in the broad way you have defined it, and 
simply lending money to an institution for a fixed 
eet ea: Suppose it is a time deposit to be 
withdrawn on two weeks' notice. What is the 
distinction from a monetary point of view between 
that and simply lending money to an institution 
for a fixed period? 

DR. HOLTROP: I would say the dis- 
tinction is in the public announcement. There is 
also the question of whether you are in the business 
of taking short term vere from everybody, or 
whether you are in some sort of business which you 
finance partly by private loans from other people. 
That is 2 ompletely different situation, and from 
the monetary point of view I would say the ehetwhe 
does not publicly awabunes himself as taking deposits 
does not create that supposition of liquidity as does 
the man who takes a private loan, 

If I make a private loan to some person 
I know very well that I am #no longen-Dtquid because I 
have invested in his pistacbeq. Tf, - the other 
hand, he has publicly announced that he takes 
deposits, and creates that expectation of being 
able to repay on demand, or to repay on the date 
named, without any doubt then he creates a public 
confidence which brings him into the monetary sphere, 


because he is then apt to get the liquid reserves . 


of people temporarily into his custody. That is 
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what I feel the difference is. 

THE CHAIRMAN: It is in the extent to 
which he is in the business of accepting money on 
those terms? 

DR. HOLTROP: Yes, 

COMMISSIONER MACKINTOSH: Would -you 
attach any importance to the question of whether 
the deposits were transferable by cheque? 

DR. HOLTROP:. No. I know it is one 
of the old definitions of money proper, of course, 
and I think in the Anglo-Saxon tradition this point 
has played a certain role because in the early times 
money was defined as consisting only of deposits 
subject to cheque. People have then just invented 

deposits not subject to cheque and have said that 

they are not money and should not be under eontrol, 
and therefore, generally, .in Anglo-Saxon countries 
that system has developed. Our tradition has 

never laid very much importance on that. Perhaps this 
is also because the cheque system has never been 

SO developed in the European countries. 

We have gone through different techniques, 
such as those employed in the giro system. The giro 
system has.not been employed by the, banks, but the 
central giro institutions have been government 
institutions. There is no doubt that they create money, 
of course. The difference between deposits subject 
to cheque and those not subject to cheque has never 
played an important role in the Continental 


tradition. 
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THE CHAIRMAN: Is it one of the conditions 
of a bank that it must be open to accept deposits 
from any person who wishes to make them? “Suppose 
an institution acted in a more restricted way 
and dealt with only a group of people who were, 
in some way, members of the institution; suppose 
it was not doing business with the general public. 
Would you consider that institution a bank, or have 
you not encountered that sort of situation? 

DR, HOLTROP: I do not know that I 
would be able to draw on examples. The limitation 
of membership would certainly not exempt them. 
We have the co-operative credit banks which do not 
limit their business to their members, but if they 
did limit their business to their members we would 
not consider them an exception, because if everybody 
could become a member then they would be dealing 
with the general public. * 
I could imagine a concern being a kind 

of co-operative which does business- only within the 
limits of that concern. It might take deposits 
of concern-companies only. In that case the question 
might come up as to whether it is a. bank or not, 
as a matter of definition. If it says: "No, we 
do not take deposits from anybody else; we take 
them from members of our own family only", then 
the question would indeed be whether it is a public 
deposit or not, or whether it’is really a loan. 
THE CHAIRMAN: Have you eredit unions 


in the Netherlands? 
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1 DR. HOLTROP: Not what you call a 
2 credit union. 
3 é THE CHAIRMAN: You understand our 
4 system of credit unions, do you? 
5 DR. HOLTROP: Yes, I sirtiis drukaabend. Ineseel 


6 unions. That is a kind of membership system in 
7 which the members make deposits and obtain the 
8 right to qualify for loans as.members.. We do not 


9 know that system. 


10 THE CHAIRMAN: You have what are known 
11 as co-operative banks? 

12 DR. HOLTROPs aN have a very important 
13 co-operative agricultural banking system. 

14 | THE CHAIRMAN: Those are agricultural 


15 banks? 
DR. HOLTROP: Yes, but as a matter of 
fact, they are more -- it is not exclusively 
agricultural. In as much as the agricultural communities 
have gradually developed industrial activities, et cetera, 
these are also taken care of by this banking system. 
THE CHAIRMAN: You have what you call 
agricultural credit banks? 
DR. HOLTROP: yes, they call themselves 
pemions Garay, eredit. banks. 
THE CHAIRMAN: What sort of business do 
they do? 
| DR. HOLTROP: They do the same kind 
of business as commercial banks with this difference, 
that they have far earlier developed a system of 


savings deposits. As a consequence they are great 
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receivers of savings deposits, and they have, therefore, 
different traditions of investment. While our 
commercial banks have more or abn ted toned the 
English tradition of liquid banking -- short term 
banking -- the agricultural credit banks have 
followed more the tradition of long term financing 
because on the basis of their savings deposits they 
have always considered themselves in a position. to 
do so. They will invest in mortgages and in long 
term bonds in the capital market to a large extent. 
Their savings deposits willbe very much higher than 
the total of their -tbime and current deposits or 
siight deposits. They do have a different type of 
business. 

THE CHAIRMAN: But it is all part 
of the banking business? 

DR. HOLTROP: Yes, it is all part of 
the banking business, and it is all controlled, - 
but in the application of rules we distinguish 
between the two parts of their age a 

THE CHAIRMAN: And they do aaa 
with the public generally, whether they are farmers 
or not? 

DR. HOLTROP: They do business with 
the local public generally. 

THE CHAIRMAN: They are designed 
especially to service the agricultural interests? 

DR. HOLTROP: Yes, as co-operatives 
their main aim is to serve the agricultural community. 


They are based on the Ratffeissen system. By SU 
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THE CHAIRMAN: They are HED Be oar nee 
in what sense? | 

DR. HOLTROP: They are co-operatives 
in the sense that they have members, and the. members 
are liable for the obligations of the ee so. 
part of their capital will not be paid in but will 
consist of the liability of the members. 

| THE CHAIRMAN: But the business at 
the bank is not eoasinet to its members? The 
public gemeralily can use the agricultural credit 
bank? 

DR. HOLTROP: I think there are shades 
of difference rewelivieg:: You must realize that this 
is a very pervasive system, and that there are at 
least some 1,300 member banks each of which is a 
legally separate unit. They are members of two 
oe systems. Their local rules might be slightly 
different, but as a matter of principle they are i, 
im the general a edelieg business, and the local 
carpenter or blacksmith is just as welcome, and 
the small scale industry is just as welcome, as a 
client,as the farmer. However, that may vary from 
bank to bank diesel ibe strength of the system is 
the co-operative responsibility. The committee of 
farmers aha pieced cr the giving of the loans knows 
everybody and knows everybody's credit standing in 
that small community. 

COMMISSIONER BROWN: How are their 
reserves handled? Are they separate banks or are 


they part of a branch system? 
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DR. HOLTROP: They are again members of 
a central system. There are two big central systems 
and practically all of these credit banks ee members 
of one system or the other, and they will keep their 
surplus reserves in the central bank. 

COMMISSIONER BROWN: And it is the 
central bank of the system that you look at? | 

DR. HOLTROP: Yes, it is the central 
bank that we look at. Fundamentally, we are responsible 
for the control of the whole system, but we exercise 
this control through, the intermediary of the central 
bank. | ) 

COMMISS IONER BROWN: And it is the 
consolidated picture that you look at? 

DR, HOLTROP: We look at the consolidated 
picture, yes, and they look at the individual banks. 
They gi capper of the individual units. 

COMMISSIONER MacKEEN: Have you any. 
institutions that are comparable to our savings 
and loan companies which syeciiaitice mainly in mortgages 
and which have no membership? 

DR. HOLTROP: No, our mortgage banks -- 
we have a mortgage bank iene but it is bivioaicn 1 
different from yours because it is a professional 
system of capital market institutions that sell a 
special type of bond which has a special name... * 

They work on a 
rather narrow margin. The difference may be 3/4 
of, one per cent. They will borrow money on the 


long term capital market, and they will give mortgages. 
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COMMISSIONER MacKEEN: Do they accept 
deposits? | i 

DR. HOLTROP: No, they do not accept 
deposits. If cHey did they would, of course, come 
under our control. 

COMMISSIONER MacKEEN: Tney do not come 
siettitae your control? | 

DR. HOLTROPs No, they are what. we call 
completely capital market institutions handling 
only long-term etre In case you are wondering 
where the Pati gets his 5 fe aE I should say 
hate the agricultural credit banks also do give 
mortgage loans. | | 
| COMMISSIONER MacKEEN: Bak suppose someone. 
in the city wants to borrow on a JOG eee or something 
of that sort? 
‘eO%<DR, HOLTROP: Again, the answer is that 
house ownership is not as aeserene In our country 
as itvis in yours because it does not have the same 
tax advantages as it has in this country and in 
America. Pherbeetey the proportion of private 
house ownership financed by mortgage in Holland is 
sAGIDER than in your country. If a person wants 
a mortgage he would have to turn to the mortgage 
'panks or he would turn to what we call a notary. 

A notary in Holland is in a different position 

from that of a notary public in the United States. 

In Holland he is a man who may manage trust funds and 
may place part of them in mortgages, and that is 


also a local business. He may thus act as an in- 


between in placing mortgages. So, there 
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is a private market for mortgages in that way. 
Have IL made myself clear? 

COMMISSIONER LEMAN: From where does 
this notary get his money? Does he take deposits 
from clients? 

DR. HOLTROP: No, he will be only a | 
middle-man. He will be the man who takes care of 
the administration of properties, and in that business 
of administration he will be asked to place some 
money on a mortgage. He will take care of that. 

He acts as a trustee, and as a trustee he may be 
a local middle-man in placing mortgage money also. 

COMMISSIONER MacKEEN: Have you trust 
companies such as we have? 

tR, HOLTROP: We do have them, but 
they are much less developed than on the American 
continent. 

COMMISSIONER MacKEEN: Would they 
accept deposits and take back mortgages? 

DR, HOLTROP: No, because if. they 
take deposits that will make them banks. 

COMMISSIONER GIBSON: Going back to the 
100 per cent deposit scheme for extra deposits 
which you put to the banks in January, do you 
say it is a little early.to. judge how well it has 
worked? Would you care to comment a little more 
on that? How do the banks react to it? 

DR, HOLTROP: We have now this tradition 
of discussing with the banks monetary policy over 


this whole period of after-the-war development of 
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fifteen years. We have gone through all sorts of 
ups and downs, and we have found the banks willing 
to accept basically the thesis that there ought to 
be monetary policy in the country and that it must 
be the central bank which makes the monetary policy. 
In so far as the banking community is concerned, 
I would say that there is that basic acceptance 
of the existence of monetary policy, and that the 
consequence of monetary policy is that it should 
Limit the banks in their activity. 

On the basis of the acceptance of 
that thesis, we have found it possible in that time 


to agree with the banks on certain policies. 


These policies have been different 


pecause the situations under which we have lived have 
been different. The legal powers of the bank have 
been gradually changed. We had the first act of 
credit control in 1948. I have mentioned it here, 
and I think that date is correct. The second one 
was im 1954, and I think the first one was in 1948, 
The second act has been worked out in rather strong 
co-operation with the banks. + was then recognized 
that the existing act was not satisfactory, and the 
minister of finance asked us to work out a new 

act, and we consulted the banks very closely in this 
field. The background of it is that after all 

we have a system to which the banks have fundamentally 
agreed. They have agreed to let it work. Neverthe- 


less, under this system they will try to be as free 
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as possible, as, of course, they have their interests 
which may be contrary to those of the central bank as 
a result we may have some difficulties from time to 
time in agreeing about the exact measures that should 
be taken, and we may have mi yganaeweys about the timing 
of the measures. 

Since the new act has been in existence 
we have had only two periods in which we, on our side, 
thought it necessary that there should be restrictive 
monetary policy. One period was 1956-57, and the 
other is this present period of 1961-62. There was 
no fundamental disagreement with the banks at all 
about the desirability of exercising. a certain restrictive 
influence and there was, therefore, the possibility 
of agreeing basically upon how we should é die ie 
have agreed with the banks upon how to do it, and 
whether it is satisfactory or not in these things 
you have to agree on certain definitions. The types 
of loans that are limited under the system are the 
short-term loans. They are the current account loans. 
They are not the long-term loans that are supposed 
to come out of the long-term money. 

We have to make that separation also with 
respect to the agricultural credit banks. - The. 
normal increase in their savings deposits, in our 
opinion, do not create any monetary problem. We 
consider those as normal Seiad: market resources, 


on which they can base their long-term loans. 
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We have tried to introduce this. same notion 
in the commercial banking system where the development 
of the savings deposits is a new development. But 
in that respect I would say that the situation is 
not quite clarified, because we find that there are 
some differences of opinion, or shades of opinion, 
about the exact charzcter of the Savings deposits 
which these banks get. There is a difference of 
opinion as to whether thee are Phe token: deposits 


or whether they are not. 
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The velocity of turnover of the savings deposits of 

the commercial banks is comparatively higher at the 
present moment, for example, than the other savings 
deposits. .So there we are still feeling our way. We 
are aiso, therefore, still feeling our way in the volume 
of long-term credit the banks should be allowed to give. 
Allowing for those problems of adaptation of the system 
to the long run conditions in the future, we feel -- 

and the pani confirm this -- that the restrictive 
influence we exert is of importance. One of the important 
things is, I do believe, that the aim of monetary policy 
is to eave an influence on total spending. That you 
should always keep in mind. If you have no influence 

on total spending the only thing ¥E Lo influence by the 
rate of interest, short-term capital movement inter- 
nationally. But that 1s not the fundamental monetary 
problem, That is solving your balance of payment 
problem on the short-term basis. The real object 

of monetary policy should be to influence the total 
expenditure. The possibilities ar deine that in the. 
purely private field are limited. They are more 

limited than they were in the olden times; In the 

world of before 1914, when short-term government 

eredit was not known and so-called liquidity had 

the form of short-term loans to the business community 

a tight market meant, indeed, the withdrawal of loans 
from the market ana made a direct deflationary influence 
This is not true at the present moment because a tight 


market at the present moment, in the first instance, squeezes 
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more the government, or would squeeze the government | 
more tanh it would squeeze the private sector of the ; 
economy. In so far ae it squeezes the government we try, 
to escape from these consequences. We then consider 

the monetary policy of the government as a separate item 
That is a government decision. You do not try to influence 
the monetary policy of the government by the action of 
central banks with respect to the banking system. The 
actions of the central bank, through the banking system, 
has the purpose of influencing either the -expenditures 

of the. business community or the ways of financing by 

the business community The ways of financing of the 
business community are now such that when the restrictiv 
policy is in its first stages it will force the business 
community to leok for long-term money instead of financing 
itself by the viking community. When we tell the banks 

it is time they should restrict their credit more, we 

also tell them it is time they investigate what clients 
they might send to the capital market to finance themselves 
by long-term borrowing. If he is big enough he should 

do this by public borrowing, or if he is smaller, by 
borrowing from a life insurance company or other 
institution that lends long-term money. The ultimate 
effect on total expenditure will be gradual because 
therefrom there will first be an influence on the long- 
term market, and the relationship of demand and supply 

in the long-term market will be affected. The business 
community that finances itself in the long-term market 

will find it will get tighter and will adapt its 


plans because the financing opportunities are getting 
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restricted. 

My philosophy is really that I do believe 
the business community fundamentally is more influenced 
in its spending habits by its expectation of being able 
to get financed than by the actual rate of interest, I 
do know of the examples of house building and public 
utility investment where whether the rate is four or fiv yA 
is, of course, of great importance. But re industry my 
own experience as an industrialist was not that we 
ever wondered so much whether the rate would be four 
or four and a half, but whether one would be able to 
get the money. That was the BS Cint point. Therefore 
when you ask how, for example, in 1956-57; our credit 
restrictions have worked out, definitely we have 
forced the bank to shove off part of the market to 
the capital market, and the capital market became 
tight and many entrepreneurs said, My God, I cannot 
go on with my present expansion plan because I cannot 
find the money." of course, that will then influence 
their investment decisions; and at that moment 
that is the purpose of the whole policy, that at a 
certain moment the investment decd Sone UF the business 
community have to be restricted Puree they happen 
to abh Wea the amount ertenerene savings. ~You 
cannot replace that difference between current 
saving and current investment by creating money without 
getting into all the inflationary consequences of the 
creation of money. So part of the whore thing is the 
exertion of. the restrictive! influence on the banking system, 


and the banking system pushing off that restrictive 
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influence either by being less easy in taking on new 
customers for borrowing or by pushing them off to 

the capital market; the capital market then getting 
tighter, and then, as a consequence, entrepreneurs changing 
to adapting their investment decisions. . This is in the 
period of boom in which I think monetary policy, in the 
restricted sense of central bank policy, has the most 
possibilities of: success. 

Far more difficult is monetary policy in the 
sense of central bank policy in times of recession, because 
the characteristic of a recession is that entrepreneurs 
will not invest whatever the rate of interest is. Then 
you have the simile of the horses: you can lead him to 
the pool, but you dunno force him to drink. There the 
central bank policy, under onusemisnatancds ; cannot 
easily have an independent influence. It is under those 
circumstances, especially, that government monetary poliry 
ought to play a Jie. There, you note from my exposition, 
that I think from the point of view of logic we must think 
of these government policies as being part of monetary 
policy. Those parts of government policy that are concerned 
with financing budgetary deficits by long-term brrowing 
or by short-term borrowing or by borrowing from the 
banking system or with creating even surpluses, are inderd 
cases of pure monetary policy in the general sense. 

It is exactly the same thing again: it is again exertin 
an influence. on the total amount of expenditures. Under 
present conditions the influence of ie vernon t in that 
field can be enormous and far more direct than the 


influence of the central bank. There is no doubt about 


’ * 
: wn a” 


‘ a 
—— 
ARG Lott 
a bast ae a 


wen mo giinst mi yase aeel anted Ue ted? to someutt 


. 
ot Tio modt gaideyg yd to gniwortted to? sia 


a antides asdd texten (stiqso ent pdentenr Is¢iqso oe 
sa gnedo ervemortqerttne .someypsartos 8 es eftiedt bas .rstdatt 
: eit mi et etd? . .anotetoeb inemtasvat vteds gatigqsbs oft 
| edt at eYOllog yrstscom Anidd I doidw at mood to botieq 


teom sit asd ,.yotileg xasd [sxdaso To sanea betotitest 


eng al yYotlog yisdenom at tivolTitb stom 18% 


|0 
X 
-2a9ooue le esliilidiaageg Is 
2 
eax eer ,.doleasoet to aomis at yotlog ABC Eentens to sence of 
axveneigetins tady eal aofeesos1 s to oidatissosusdo edt tt 
medT ef teotedai te ets sdt tevetsdw teeval ston Li lw i 


ot mtd bsel aso son ssexod edd Yo efimie ods sved ON €i 


edd stedT detent ot mid soxvot tome yey dud ,loog sat is 


Jouiso ,agoastemuorts seodd tebau .yvotiog waned Lextnes el 
jezodt tebay ek ST .someuLtat tmebmeqebalt as eved yftese =| 
“dtlog licen tnemarevog ¢add .yilstoogqes esonstamyotto Mi 
Holt faogxs ym mort ston soy . stent .efot s yslq ot drigio ai 


ugidt teaum ow ofzol to wetw to tateg edt mort Aatdd T tent) Qt 
visssnom to drsq gated es aestotlog tmoemnmieves saedt.to Os 
IIYIONOO ois Jsdd yotloq imematrevey to Biugsq esodT. .yotilog iS 


gitlwormd miset-gnol yd ettotteb yistesbud antonantt didtw ce 


sid moxrl gniwouwred yd to gatworred must-trode yd to eg 
bsebat ers ,asaulquve move gaitvseto Aditw Oo metjeye xaninasd aC 
-Sanes isisney edt at yotlog yustsnom Stug Io #9859 toa’ 


miviexs miegs at st :afsgs gatidd emsa ont yisosxe at gl 


TobaU ,seitudtbasqxs to Jayvoms {stot sdt mo someultiai as = |" see 
vedd at tnemarevog to sonmeul tat edt arto.td bbaos daiseorg 
Sas osdt gosiib etem 28st bas avourrone ed aso blett 


| *sods tduob on at ovedT ainsd Isténeo end to: Sor 


Nethercut & Young = 4165 = 


Terente, Ontario 


that. If the policy of the government is contrary to 
the one of the central bank it is , of course, then 
very difficult for. the central bank to Seinp ceiaat’ for 
what vernminite bea cy might be doing. 

That is, increasing expenditure in a period when it 
should be reduced, or the bo figure 16 Out. expenditure 
in a period when it should be poe A 

COMMISSIONER GIBSON: Dr. Holtrop, would you 
care to say a word on the particular advantage of this 
system of restriction as compared to other systems, such 
as setting particular ratios? 

DR. HOLTROP: I would not pretend there are 
particular advantages. The purpose of the exercise is 
that bank credit, the expansion of bank credit, should 
be restrained under certain circumstances. If you can 
use other techniques, because. your market is sensitive 
to other techniques, then use them. This technique 
of ours, which we have to use because others would not 
work, is a rather daring technique. I do not pretend 
it is easy to say, in my wisdom, that bank’ leans ina 
year may be increased by eight and not by six or ten. 
As a matter of fact, only a week ago I was discussing 
the subject with the banks, and we agreed we would 
prolong the half per cent for two months and then add 
two months of one per cent, because we admitted we came 
into the period of heavy seasonal demand and that we 
should take that into cohstaetatisn®® Now we have a total 
of ten months of half per cent and two months of one 
per cent) and the total PRE PokRE over the year would 


therefore be 7 per cent, but they had a leeway at the 
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beginning of the year of 13 per cent; and it all comes 
out that the admissible increase for this year would 
be 83 per cent. This is not arithmetical, but it is 
tentative. However, there is some thorough thinking 
behind it. I can rationalize these figures, but I do 
not pretend it is algebra to figure it out. The banks 
talk about their own business and they know under what 
tensions they are, and they react to this kind of thinking, 
and they say, “It is impossible the demand on credit 
is so great we could not restrict it to the figures 
_ you mentioned," or they react as people who feel they 
can live i those conditions. 
eis '. Personally, I take the position-- and it is 
an important attitude, of course -- that I consider it 
impossible for central bank policy to be restrictive 
in the sense you force a reduction of credit upon the 
private sector of the economy in a boom. I could 
imagine people telling me, "Why do you allow any 
increase jetaupaiy at all at the Bade moment? You 
should reduce credit." My answer is that the aauiene 
does not work that way. It is impossible in a boom to 
reduce credit; or, otherwise, you break the system 
and create a crisis. But you can santeiee it, and you 
should, under those conditions. 
| COMMISSIONER BROWN: This increase of half 
a per cent per month is for individual banks? 
DR. HOLTROP: Yes, and also for thé eollectivity, 
COMMISSIONER BROWN: Does not this also mean 
that in a boom period, where there is pressure for 


additional credit, it ensures all the banks increase at 
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the same rate, and to that extent feduces competition? 
| DR. HOLTROP: Yes, it tends to; but tend are, 

of course, banks who are in excess of and banks who are 
not in excess of this figure, But you are right: That 
creates even some tensions because the: banking community 
will tell you it is not this that certain banks, which 
at this moment or in the last few years,.have been growing 
faster than-other banks should be subject to the same 
restrictions, and that..you should Gur kpiue ikikea tanide = 
ation: There my answer has always been that I admit 
it is perfectly fair for some banks to grow faster than 
other banks in periods of normaley,- but in that short 
period it is necessary to. have credit restrictions they 
should stop to erow faster. “It is impossible to take 
that into wheat ai ‘You cannot assign a certain 
peLeentage of growth to one “bank which you do. not Rave 
to other banks. “But. it is. true that this: dint aie 4s: one 
meant for only a relatively, ahont: panto. ‘You cannot 
go on for years and bent thie. ae "You. ean only | 
increase your je. 80 much. as compared with a certain 
period, ata basic percentage." » Then ine a period of 
relaxation you have to say, "We need gob haveacontrole 
presently." : ae | 

COMMISSIONER BROWN: That 1s, you tsendtenl ban 
your competitive position? | | | 2 . 

DR. HOLTROP: Yes. is 

COMMISSIONER BROWN: You mentioned you had 
come to an agreement about allowing an’ increase of one 
per cent bank rate for two months, based on seasonal demand? 


DR. HOLTROP: Yes. 
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COMMISSIONER BROWN: Is there any thought of 
soaking up'this,: extra seasonal increase in the following 
two months after that? 

DR.* HOLTROP: I would have to put it this 
way, if I fully took the season as far as our experience 
goes into consideration, I even know, and they know also 
that the amount of expansion we allow them at the. 
present moment is really too low, even Parine the one 
per cent into consideration, because this is the eed 
season and the demand for loans will be big. But in 
the four months from May to August we allowed them a hal 
a per cent increase. Now we know that, seasonally, they 
should not have increased at all, and they have not. 
But, as a consequence they have got some leeway because 
ef the slack season in the past four months. 

COMMISSIONER LEMANs Is it cumulative? 

DR. HOLTROP: Yes, it is cumulative for the 
separate banks and the system as a whole. The puna ve 
conditions of having to make deposits with the central’ 
bank only apply when current activity of the banks is in 
excess of the requirement. At the moment, when the collect- 
ivity is all right, individual banks do not have to make 
deposits with us. 

COMMISSIONER BROWN: Is there any transfer of 
central bank funds between banks? 

DR. HOLTROP: That would not help them. There 
is, because through the call market they can transfer 
any amount of money between themselves. 

COMMISSIONER BROWN: But there is no direct 


trading of what is referred to as federal funds? 


DR. HOLTROP: No, because the notion of 
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federal funds does not exist in our market. There is 


the call market, and that is available for ready money 
on a daily basis, where the banks can exchange their 
surpluses and deficits. 
| COMMISSIONER MACKINTOSH: When you say you 
consult the banks and discuss things with them, how 
many banks have you in mind? 
DR. HOLTROP: I think the number of registered 
banks is more than 100 -- something like 120 -- but 
that includes all kinds of small institutions. We 
talk ourselves about the representative banks, which 
we think are important, and they are 36 in number. They 
are also included in our monthly published statistics, 
and the smaller banks'are not published monthly by ee 
The banks speak to us through their 
‘representative organization, The Bankers! Association, 
of which all the banks are a member. It is the’ board of 
the Bankers'! Association which is the body with which 
we discuss these things and make agreements. Ata 
certain moment they may want to consult their general 
assembly, to hear whether there are still difficulties. 
COMMISSIONER GIBSON: Are not there the 
Big Four which do a high proportion of the total business 
DR. HOLTROP:. Yes, there are the Big Four 
which do a large proportion -- between 60 and 70 per cent|-- 


of the business. 
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' COMMISSIONER LEMAN: There is a sentence 
2 in your memorandum, Dr. Holtrop, that puzzles me a 
" bit. Perhaps you have answered it this morning, because 
4 you have covered so much ground, but I didn't quite 
5 get the sense of the answer. It is on page 9: 
6 "Tt is monetary policy alone, 
7 that is interested in the level of income 
8 and expenditure orly, and not in its 
9 ) competition," 
10 You have just been dwelling on this, and 


11} said that the job of monetary policy is to influence 


12 total expenditure. Then you go on and say: 


13] "This is, no doubt, the reason 

14 why, to such a large extent, the management 
15 of monetary policy can be delegated to 

” a non-political authority; the gegeehs 

_ bank." 

18 Do you reel these monetary actions are 

- quite neutral in their incidence? 

- DR, HOLTROP: 100 per cent neutrality 


at would not exist; nolL don't think.” “Afver alt, by monetary 
22 action you can only act on the expenditure of those 


23 people who are dependent upon credit, or directly upon 


24 those who are dependent on short-term credit. You could 
25 not influence the spending of the rest of the community. 
26 However, I do not consider that as a great inequity. 


4 


27 It is naturalg@ 


at those who have the advantage of being 


28 able to make use of short-term credit should also be the jones 


= who are influenced by the necessity of restricting the 


30 
creation of short-term credit. There is, of course, tha 
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general question, the question which is often discussed 
as to how far credit restrictive measures do or do not 
have more influence on the small man than on the 
big industries. It is not a subject ica ba or 
country has ever played an important role. 

To.answer your .question, .there is 
some lack of complete neutrality; that .does not 
exist. However, on the other hand, it is neutral 
in so,far as it is left .to the choice of the 
banking system and the fully competitive system 
of short-term credit.to pass on the pressure of 
a restrictive measure to the community. I 
think it would bring monetary policy into 
completely other problems if you would say, for 
example, that one of the specific purposes of 
monetary policy ought to be to stimulate growth. 
Then you would ask, "How do I stimulate growth?" 
You might sayg rth want to grow in the automotive - 
industry" -- or in some other industry. 
"I want to stimulate investment in certain 
directions." If that were the way you would want 
to apply monetary policy you would be completely 
out of the neutral sphere, and would come into 
a sphere where it would be inconceivable the decisions 
could be left to a completely non-political 


institution like the central bank. 
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That is what I mean in this sentence. Now 
Lt must. be.said:that itiis not 100 -per:‘cent correct 
that we limit ourselves to general measures only, 
because I must admit that our bank law gives us 
also the power to limit and restrict certain types 
of credit. By the expression "certain type of credit" 
is, for example, meant investment credit as against 
eredit for purposes of inventory financing, but 
also hire-purchase credit, for example, might be 
a special type of credit, and we indeed have sometimes 
by moral suasion influenced the banks in the amount 
of hire-purchase financing they should do. However, 
I consider this as only a slight deviation from 
the formulation in the sentence you quoted, the 
consideration being that you would like credit 
to be used as much as possible for productive 
purposes and not for stimulating consumption. 
COMMISSIONER LEMAN: As background for 
this, could you tell us generally how much the 
eonsumer loan volume is in the Netherlands? 
DR. HOLTROP: It is specifically low. 
The other day I saw an international comparison 
where we are at the bottom, and the total amount of 
hire=-purchase credit or instalment credit is, I think, 
not more than 2 per cent of national income. We 
have a figure there of 40 billion, so the total 
amount outstanding would definitely be below 
800 million guilders or 700 million guilders. 
A large part of that would include credit for 


professional automobiles financing. 
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So; the purely consumptive part of our hire-purchase 
financing is definitely low in our country. 

THE CHAIRMAN: What is the value of a 
guilder now? | 

DR. HOLTROP: Thirty per cent of a Canadian : 
dollar, to make-it- easy. 

COMMISSIONER LEMAN: How about the very 
large corporations operating in Holland that are, let > 
us say, we will call them international corporations 
that have access to foreign funds quite easily? 
Have you ever used any moral suasion with them? 

DR. HOLTROP: No. There you touch upon 
a highly interesting problem which I think central 
banking generally and monetary policy in the future are 
facing, and that is the internationalization of our 
whole economies. It is perfectly true that the 
possibility of financing yourself with foreign means brings 
you outside the control of your local central bank, and 
having access to a foreign banking system makes the rules|, 
which the internal banking system or the central bank 
has,ineffective as far as you are concerned, If you 
have a very high proportion of foreign industries which 
have the choice of financing themselves in other countries, 
it definitely weakens the possibilities of monetary policy, 
in my opinion. This may be even more important in your 
country than with us. With us it is of a certain importance ; 
but I can visualize with the growth of the common 
market it may become more and more important, because 
it is a fact that, so far, monetary policy is completely 


handled on a national basis. If we make restrictive measpres 
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for the loans they make within the country, and leave 
them free -- well, we allow them to make loans outside 
the country, and those loans they make outside the 
country would not, come under the control of the central 
bank of that country. It is a very interesting point: that 
with the internationalization of the world the control 

of national banking systems tends to weaken, 


--- Luncheon adjournment. 
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--- On resuming at 2.15 P.M. 

THE CHAIRMAN: Dr. Holtrop, with 
reference to near banks, the agricultural credit banks 
would not #6 classed as near banks? 

DR. HOLTROP: No, they are classified as 
banks, 

THE CHAIRMAN: Yes, because they ‘aecept ~. » 
deposits as a business? 
DR. HOLTROP: Yes. 


THE CHAIRMAN: And the security credit 


institutions you mention in your memorandum: would 


they be near banks, or would they be banks? 

DR. HOLTROP: All those that are of any 
importance and at the same time taking deposits and 
making loans are classified as banks. 

THE CHAIRMAN: That is their business? 

DR. HOLTROP: “ Yes. | | 

THE CHAIRMAN: What is the difference? What 
is the distinguishing feature of the security SPORES 

DR. HOLTROP: They are really what you outa 
call stock brokers. They are somewhat developed stock 
brokers, who do some part of the banking 
business for this private clients. A stock broker pure 
and simple siiveida take deposits and might not make 
loans. A stock broker with private clients has a kind 
of small banking business because he may take depositsin 
sense that. any surplus liquidity of his clients may 
be left with him, and so it is a form of taking deposits, 
he also nekesloans, then we classify him as a security 


credit institution: that is, he is not a member of the 
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Bankers! Association. He is from a monetary point of view 
of minor importance, but he comes under the same rules o 
supervision of ours. If his business is developed to 
any importance, .then,he comes in the TS 
of banks. 
COMMISSIONER MACKINTOSH: To turn the Chairman's 
question around, what in your country would you think 
of as near banks? 
DR. HOLTROP: Well, the nice thing is we 
haven't got them, really. It makes many of our problems 
so Simple, because I recognize that.in the situation 
as you know it here -- and as it is also known in other 
Anglo-Saxon countries: _ for example, in South Africa, 
that you have to cope with a problem in deciding how 
te handle the near banks. We know the financing institutjions 
which you might say are near banks because they are in 
the banking business, but with us they don't take deposits, 
They finance themselves by loans, not by deposits. 
THE CHAIRMAN: Those are the finance companies. 
DR. HOLTROP: Hire-purhcase finance companies. 
They may be subsidiaries of banks. We hardly ever discuss 
in our country the problem of near banks because we 
do not have a category of institutions. that creates that 
problem, 
THE CHAIRMAN: You have the statutory power 
to control_all ee institutions? 
DR. HOLTROP: As soon as they take deposits 
and make loans, then they are by statute under our control. 
THE CHAIRMAN: The hire-purchase companies, 


apparently -- at least, from my understanding of what 
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you had said this morning -- are probably the largest 
group of companies that deal in what you might call 
near banking business. 

DR, HOLTROP: They are not under our. control, 

THE CHALRMAN: Most of them do not accept 
deposits in the ordinary sense? 

DR. HOLTROP: No; “e don't... The. situation: 
may have been influenced by our legislation, but 
also before the legislation was there we never had 
developed the tradition of institutions which were 
iris deposits for that purpose. Those institutions 
which specialize in hire-purchase financing have 
always taken long-term borrowing from the market 
and have been partly financed also for their surplus 
requirements by the banks themselves. Many of them 
are subsidiaries of the banks. r 

THE CHALRMAN: You say at page 35 in 
paragraph (d): 

"A useful indication of the 

monetary significance of the institutions 

concerned might be found in the velocity 

of turnover of their deposits, or of 

any pele group of their deposits. 

I believe that any yearly velocity 

of turnover in ae of unity 


should be looked upon with suspicion." 
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Could you elaborate .on that a bit? 

DR. HOLTROP: I am not sure whether the ~- 
wording is exactly what I mean. You ask/me a theoretical 
question about a situation which we do not know in our 
own country. We might know something comparable to it 
in the case of some of our savings banks which have developed 
in such a way that they have been giving facilities to 
their customers that really come into the range of 
near bank facilities... The rate of turnover of their 
deposits may then increase with the facilities they 
give. ‘: Tf these facilities include the making of 
payments directly out of the account, and taking care of 
and accepting automatic deposits out of pension payments, 
for example, and things like that, they may develop such 
accounts into a kind of. cash reserve for the holders of 
these deposits, They then get near to what I call the 
money supply. But, generally, we find that the average 
rate of turnover in the savings accounts in Holland is 
well below one-half. So, the average time of deposit sis 
over, two years, which identifies them clearly as real saviings 
deposits. When the rate of turnover gets below one, 
the average time of eee le oe Memes tals Jess than 
a year and you get into the sphere of institutions 
which might just be an intermediate in the use of 
monies that are only Shou available, In my way 
of thinking they get into the monetary ere For privalte 
people the eruetuseae cin their cash balances may be 
connected with the time of the eg as of incomes, so thiey 
may have monthly fluctuations, put in business there are | 


seasonal fluctuations many businesses will have surplus 
funds during a part of the year and be somewhat short of unds 
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and make use of bank loans in another part, The * 
institutions who would make use of these temporary deposits 
which become available for only part of the year and who 

by their substitution can create a permanent line of credit 
on the basis of these temporary deposits, very clearly 

are in the sphere of monetary action. This is a 

technique of increasing the velocity of circulation of 
money, or of the creation of money. when you really recognize 
that the deposits they take have the function of cash 

money for the depositors. Taking a one-year period,- 

as soon as you get beyond a velocity over one, then 
apparently you are already receiving monies that 

are only for a part of the year available in the hands 

of the depositor, and therefore you get into the 

monetary sphere, Do I make myself clear? 

THE CHALRMAN: Yes, IL think I understand. 

DR. HOLTROP: It is mainly the seasonal 
factor that I have in mind there, | 

COMMISSIONER LEMAN: If your ae finance 
companies use mostly medium and long-term funds, would 
Lt follow that their rates to the consumer would tend 
to be higher than those who would be allowed to use 
very short-term and even deposit money? 

DR. HOLTROP: As far as I know, in hire- 
purchase financing er reetits rates tend to be higher than 
the rates for bank LOBE) and certainly for prime bank lopns. 
Consequently eave ween be some margin there for a somewnat 
more costly way of finaneing and for all the administration 


involved. 
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COMMISSIONER BROWN: Have banks gotten into 
trav ted Gd? 

DR. HOLTROP: They have got to a certain exten 
in that field. We have a bit discouraged it. I think 
in the middle 50's we had, by way of moral suasion, aske 
the: banks to limit the expansion of their loans and 
their financing to hire-purchase finance companies. 

In the course of. time they hhave taken an interest 

in these companies. and, some. of. them have. been taken over 
by important banks, so bank's have a certain stature in 
thas. fae1.d, | 

COMMISSIONER BROWN: Are the banks making 
the loans directly? 

DR, HOLTROP: No, they are using these 
eompanies for that purpose. 

COMMISSIONER LEMAN: Dr. Holtrop, I have a 
couple of questions to ask you about the effectiveness 
of monetary Sab yee managed by a central bank. 

DRee HOLTROP 301 Yess 

COMMISSIONER! LEMAN:. This morning in answer 
to some of our questions you have covered a lot of ground, 
so that in part my questions may come back a little to 
what you have said; I.am not too sure if some of. the 
answers might not be on the record already, :.but I am 
not sure because they didn't come to you as questions. 
specifically on these points. 

One of them is your strong feeling, apparently, 
that in this field it is much more the confidence in 
the availability of money for business purposes that 


will influence the results you were trying to achieve, 


(otnt gettog ennasd SVSH :/AWOHE HEMOLG2IMMOD 


| a8 7. 
eblett gens 9S 


Haetxe aistzes s ot tog svsd yedT :TOHTIOH .A 


io tiiw 


Aaidt I .df begsryooeth tid s sven ew bLott tedt ot ate 


pexas. .nofasuva [stom to wesw yd in ew 2@'Oc elbbim odd a 


bas ensol tiscdt to no tensqxe odd Jimifl ot ennasd: eas 


eolasqmoo sonsatt sasdoiug-ottd od antonsi? npr 4 


Jesxotat as east sven Yont semis to saxuoo “edd ol 


ESVO mexNst oosd sved mont to emoe bras #9 insqnio> szond rt 


at etydsde mteteo s even dined Ob axined Freaaeent van 


ebLott atdg 

gotism exinsd oft exh sywwoRa FavOLZETMMOO 
¢yldooxtb ensol sag 

seeds gnieu ors yedt .oM :¢ORTIOH oA 
 s80qTiug sat tot netunacia 

§ even I .gouJloH .1d  : VAMaT faVWOLESIMMOD 
sesnevitostie ent guods YOY Hes ot emoitvesryp to elquosg 
Anasd [srtnso s yd bessnem as vot Log vrstenom to 

-9Y FORTIOH .A 

Towans af gaintom eldAT sVMAMNT AAWOTeeIMMOD 
WOnvorg to tol s bstevoo evsd vey anoliesyp x0 to omoe ot 
ov eLfttil s Nosd smoo ysm enotteoup ym tisq at tend oa 
edt to 9mog tr sree poe fon ms I ~bise svsed yoy tedw 
ms Io gud. .ybssils broses edd no sd ton gigi atowaas 
—enotsvesup es yoy od smoo t'nbtp yedt seusoed sive ton 
-atntog seed 0 Yilsotttiosqa 


°Vilnsisggs .antlost ggaoive iwoy ak ment to sno © 


nt soasbitaoo sds’ sxom doum ai ti blott etdd at dst 78 


isdd eszoquyq eaonteaud tot yertom Oh ORGS |: 


.eveldos o¢ gaiyis orew yoy atiuest ent sono Dak £5. wo 


Nethercut & Young 
Terento, Ontario = sea 


rather than just the price of the money. I believe 
areren a witness told ys thes he felt that in 

certain circumstances where the pressure of demand is 
not“so high’; where we-are- not*in*a’ very strong and durabl 
boom sort’ of atmosphere, then he believes that the 

price was quite an important factor. Could you state 
your position a 1ivtle bit more precisely? 

DR, HOLEROPS E°thnink’ this’ has ever-leecnva 
eontroversial point.” This is also true in economic 
literature, also there are different attitudes, 
different opinions have been taken. It has always 
been stressed and it is generally known that in long- 
term financing public utilities and house building are 
examples of types of financing where the rate of interest 
plays an important role. »It is also true that the 
expectations about the rate of interest will play a certain 
role in investment decisions. In the field of short- 
term financing it Aas always been held that the 
rate of interest does play a role in the financing 
of inventories, as the cost of carrying stocks 
is, oF Course, partly determined by the rate 
or interest. 

I do not know, however, of investigations 
that have been properly done in this field to measure 
any elasticity of demand; or to determine the reaction 
of trade and industry to fluctuating in the rate 
ofcinterest, “in respect of the volume of 


their stocks. I would still say, that in the speculative 
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field, if Syou ‘have Sa hcis aap ae of a iprice mise, 
these will easily outstrip the difference in cost 
due to. different. mates, of, ,interess.... So .there ,I 
doubt eee the, vate of interest .is .of .such 
impertance,in.the calculation of the borrower. 
We.must,..moreover, make clear that if you 
ask this question you ask not. what etinenes the 
rate of interest may have on the way of financing, 
but on the volume of the expenditure, whether the 
ee of expenditure is influenced by the rate 
of interest and whether somebody will abstain from 


a certain investment because the rate of interest 


is one per cent higher or whether he may abstain from 


carrying a certain amount of stocks because the 

rate of interest is one per cent higher. There 

IT am inclined to think that the consideration of ability 
of being able to get financing is.of. more, importance 


than the rate,as -such, and that the influence of a 


raise of -cherediscaunt mate, -- that..is the increas of 


the rate of discount as it has been mostly used in 

Europe, as a signal from the central bank -- on the volume 
of expenditure,is rather. based on the-warning effect tha 

on the cost effect. When the rate of discount goes up 1 

is a warning for everybody that apparently the central 

bank sees a certain saat tereLon of financing possibilitie 

in the future. That warning to the business community will 
be taken into consideration in all the long and short-term 
investment decisions; but that will not then be, in my 
opinion a reaction to the increase in rate as such, but nather 
to the expectation of the Aimapedae possibilities and th 


expectation of the business cycle. 
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So, the answer is, indeed that I am inclined 
to believe that the elasticity of demand for credit to 
the rate of interest is not very high; that there are 
certain fields where we know that it is of importance -- 
and I have mentioned them -- but that ih other fields 
the elasticity is rather rigid and that therefore 
it is not purely the rate to which a business community 


reacts, but far more to the expectation of being able 


to finance. 

COMMISSIONER LEMAN: Because when you are 
trying to influence the total rate of expenditure you 
are then dealing with the whole spectrum of prospective 
investments, and certainly in a given country there will 
be also a whole spectrum of profit margins --- 

wits HOLTROP:. That. is. right. 

COMMISSIONER LEMAN: And you are always looking 
only to influence the marginal borrower, are you not? . 

DR. HOLITROP: Ta tea Ser Lents 

COMMISSIONER LEMAN: so that, in theory 
would it not seem logical that that would at least discou age 
the marginal ones and that that might give you just the 
leverage you need for your total expenditure reduction? 

DR, HOLTROP: Then, my question would be what 
do we know about the volume of these marginal ones; 
is that sufficient to get the reaction we wish or not? 

I would immediately answer that, as soon as you talk abou 
the two per cent rate increase, the differences in the 
rate of interest would of course be that important 

that you get reactions. With small differences 


I doubt whether you do get that reaction and, 


benilonf ms I tsqAd¢ boebat .af tewans oft ,oB > OTSLa' 


o¢ tibstro 10% basmeb to yitotveslso sds teds svat feos 
sis etedd gsdt idatd yrev ton at teonsdak to sdsx “Sds 
-~- sonsttoqmt to af si tsdt wont sw svredw ebfoft nists 
abfeft tsdio mi dsdt dud -- medt benotinem even T bans 
| sroisieds gsdd bas bigts ted¢sy ek yttotsesis st 
Yiinummoo aesntaud s doidw ot sist edd yleiq gon af st 
: elds gnted to noltstioeqxs ent od stom 1B) dud yadoser 
| ssonsali os 
| 918 Voy asdw seusosa@ MAME SRMOLBRIMMOD 
voy siudioaeqxe To. stsi Lstov edd soneultal.os.aganiyad 


evitosqeorg to mundosqa efodw edd ddiw gnifseb sect ors 


Iffw sredt yrtavoo asvis s ai yinisdnes bas ,ataemteovalt 
--- enigusm ti lot to murtoeqe olodw s oats. sd 
eJdgit ef tsdT  s:G@OHTIOH AG 


lgntNool ayswis sts voy BAA :MAMS&D AEMOTEeTMMOD - 


ion YoY sts ,teworred fsnigzusm odt soneultnk ot ino 


Jdgit ef tsdt :FOATIOH .AG 


< 


ytoeds af ,jsdt o2 :MVAMGT ARMOTCATMMOO 


esrvooaelbh sesel gs blvyow tsdd tsdt Isoteol meee ton Ff Blvow | 


edd taut, voy svig tdgim tesdt geadd brs eend fenigrem sdd | 


a 


Tnofsoubss erutibnegxe Issot soy rot been voy eastovel 


Ssdw ed blvow notsasyp ym .nedt sFORTIOH AG 


cone Isnigusm ceedt to emulov edd tueds woan.ow ob | 
tson to delw ow notvosex edd gog9 o¢ daetottive ¢edg elf 
vods Nisd voy a6 mooe as .dsdt swans ylodstbemmt bluow I | 


sid mi asomeisiitb end ,sasetont ster tdaso req owd odd H¥s 


asonetslifbp Lisma dviw .anottoser tox voy dsdt 


,bas molvosst ted teg ob voy tertedw dduob 1 Sm 


tnsdroqmt teat od sanuoo to biyow Jaerstiat to ater 48 
a 


, 
' 


Nethercut & Young — Ee 


Terento, Ontario 

at any rate, I can only say that we have looked upon 
monetary policy in that respect ees from the quantitativie 
point of view than from the point of view that the 

rate of interest by itself would sufficiently influence 
the spending decisions of the community. I know this 
problem plays its part in the Radcliffe investigation 
also, and I understand that when you come to the point 
where it is impossible to observe the quantitative 
relations you are almost bound to believe that it is 

the rate of interest that will give sufficient reactions |-- . 
but I don't think we know enough to say for sure how 

the situation is. 

COMMISSIONER MACKINTOSH: What would you think 
about the effect of the rate of interest on the rate 
of savings? 

DR. HOLTROP: Again I am inclined to believe 
that the influence of the rate of interest is greater 
on the form in which you keep your savings than on the 
amount of the savings. 

That leads to the whole question of an 
analysis of where savings come from. AS you know, 
nowadays a large part of the savings come from surplus 
profits and there, of course, it is not the rate of 
interest that induces the savings, it 1s the profit 
that determines them, 

Government savings is a question, of course, 
of taxation and elas of expenditure and isn't 
influenced by the rate of interest. As far as private 
Savings are concerned I have never believed that 
people changed mee goals in that respect because 


the rate of interest is one-half a per cent higher or a 
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per cent higher. At the moment that one comes to 
exceptional rates people will probably buy on the 
short-term to profit from those rates. If you get to 
the "magie fives" or "sixes", or beyond, you probably 
get short-term reactions to profit from that rate. 
On the long-term I doubt whether you do, 

THE CHAIRMAN: Doesn't it depend somewhat 
on the extent to which the institution advertises for 
Savings? There are some institutions which advertise 
very vigorously,to attract Savings and are offering 
4 per cent for deposit money, demand money, and I would 
think a great many people who have idle daneseet may 
be persuaded that the advertisement is sufficiently 
colourful’ and attractive <== 

DR. HOLTROP: That is what I meant --- 

THE CHAIRMAN: To invest their savings? 

DR, HOLTROP:”° That ‘is what~I meant when I-saitd 
that the rate of interest has more influence’on the” 
direction in which savings are being invested than on 
the savings themselves. Do you think that advertising 
willedecide people not to spend their weekly income? 

THE CHAIRMAN: I was thinking of the people 
wno don't bother putting their money in a savings 
bank; ...they hold it,in a current .account. se 

DR. HOLTROP: Yes, definitely. 

THE CHAIRMAN: It is very difficult. 


DRE ,HOLTROP: Yes, I think you are right; the 
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rate of interest will certainly influence Lie. bu ‘ 
it isnot the volume of saving,.by itself, it is. the 
form of the savings. I definitely agree that the rate 
of interest has an influence on the amount of liquid 
wealth people will hold in the form of money or near 
money; we observe that also, and that is one of the reaspns‘ 
why we have ourselves in our monetary analysis rather 
given up to work with the notion of money proper, and 
are giving more value to the notion of liquidity -- 
that is money and near money together -- because we indee 
believe that the rate of interest influences people in 
putting money in a bank or an institution or holding it 
in cash, and also that the business community will be 
decided by the rate of interest whether. they.go to the 
Erouplesol putting. tiony@geposit lor isnelding: it olin a current 
account. 

COMMISSIONER BROWN: Do you think we will get 
into perverse siansatini gies when interest rates start to 
go up so. businesses that fear noneavailability of 
eredit will obtain it now rather than take the chance 
of waiting? 

DR. HOLTROP: No, we haven't observed that 
to any extent, no. If you make intricate restrictive 
regulations then you might indeed incite that kind 
of reaction -- but under normal conditions of 
practice in the rate of tog we have not 


observed that, no. 
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COMMISSIONER GIBSON: You put a great deal | 3 

of emphasis in discussing how monetary policy works 
on expectations; money will be hard to get or will 
not be available, and I take it this is the most 
important way in which you think it actually works. 
Now, what about expectations that the business 
climate might change which is induced by a change 
in central bank policy? Do you think this is an 
important factor, the thought that business may 
change or that the boom is pretty nearly over 

in the central bank's opinion in making postponed 
decisions to invest? 

DR. HOLUTROP: It may indeed play a role. 

But I*am inclined not to belleve that the raising 
of the discount rate by itself -- at any rate, in 
our own circumstances -- would for that reason only 
createosufficient of an expectation that the 

boom will be broken. 

COMMISSIONER GIBSON: As an additional 
reaction, but what is your opinion as to the most 
important? 

DRY HOLTROP: “If you°are’ Increasing “the 
rate of discount in time so that it is well before there 
is a break in the boom, there are so many reasons to 
pelieve that conditions, after all, are very favourable 
for investment, that the sheer fact that the discount 
rate is raised 3, ppp be a warning to a few people. 
The choice of the way of financing will perhaps be 
influenced already in an early period because people 


will feel that the discount rate being raised might indicate 
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higher interest rates in the future -- it certainly 
will then be an incentive to go at an earlier time 
to the long-term market. 

COMMISSIONER LEMAN: To put Mr. Gibson's 
question in a slightly different form, if they become 
convinced that monetary policy is effective, and therefor 
successful, then it could lead to the kind of conclusion 
which Mr. Gibson is suggesting? 

DR. HOLTROP: This is also speculative, I 
think we can't know about these things. This is all 
conjecture and different people will react in a different 
way, and I would not say that it is my expectation that 
the mere fact of restrictive policy would create an 
atmosphere of expectation of a turn in the business 
cycle and that by that reason only investment decisions 
are already influenced to a large extent. I think 
that would go a bit too far. 

COMMISSIONER GIBSON; Would it be fair to 
say that if the action was very strong, such as gel 
British increase in the bank rate of 7 per cent? 

DR. HOLTROP: Yes, but that is another thing. 
There you are quite right. Certainly if you live in 
a situation of inflationary expectancies and then 
suddenly government and central bank policy together 
show that the authorities are not going to allow these 
conditions to continue, then, of course, you might break 
the inflationary expectancies and that might have a 
forceful influence. I think that indeed the jumps we 
have had from 5 to 7 per cent have worked that way. 


In Holland in 1957 we had a slight foreign exchange 
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there was also a forceful increase in ,theorate of 
interest; .well,,it.not only..helped.to, recreate 
confidence. but. also was a warning to the business 
community that these exceptional expenditures shouldn't 
be allowed to continue, and that certainly gave 


a reaction. 
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COMMISSIONER LEMAN: Dr. Holtrop, 
to go on to a slightly different point from that 
Mr. Gibson touched on this morning, but still in the 
realm of effectiveness of monetary policy, you have 
explained to us that it has a very limited role, and 
must be used only in the way and in the field in which 
it. can be effective. But, within that limited 
area, have you in the Netherlands attempted to make 
fairly precise measurements of how fast it works, 
or as to how long it takes for the turn around to come 
about, et. cetera. 

DR. HOLTROP: No, we have not make 
measurements of lags because I do not think the thing 
is pointed enough for that purpose, With respect to 
countries like the Netherlands it is the general business 
atmosphere and the business cycle in the world which 
play an enormous role in the business community. Take, 
for example, the turn of the cycle in 1957. Having 
the benefit of hindsight it appears that the turn in 
the cycle came exactly at the same time as in the United 
States, so. in, that case you. come. to..the, conclusion. that 
the real turn of the cycle was after all. influenced 
by general world conditions, and was not purely a 
consequence of local monetary policies. Local monetary 
policies certainly have helped in restraining the 
exaggeration of the cycle, but the fundamental developmen 
of the cycle was apparently soverned by general condition 
in the world. So, this would make it difficult to make 
close observations of the lags in reaction to policy measpres. 
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observe what happens, but you never know what would 
have happened without your policy. Even at the 
present moment, more than a year after we applied 
restrictive measures we cannot be quite sure about 
the results of the measures because we cannot know 
what would have happened if we had not taken those 
measures, 

Lean only observe;*for example, that 
the expansion of credit has slowed down when compared 
with the period before, I cannot know what the 
exact difference would have been as between what would 
have happened without the measures and what has happened 
with:the measures. In that respect, what you do is 
necessarily tentative. 

There is always, of course, the matter of lags 
because when I say your ultimate purpose is to influence 
expenditure the fact has to be recognized that monetary 
weoltcy, In- Me rire: iwnstance, Orten Only ds an” inf luenc 
On’ the Ways or’financing;*and the ‘choice of “ways of 
Pinanecing vonky Yndrrectly “arfects expenditure, “Ways 
of financing “influence }the-future expenditure; because 
when shifting from bank loans to the capital market you 
take away the means of financing of other people who migh 
have used them quite some time later and who at that late 
time do not find the means of financing, and who by then 
have to change their investment plans. 

I do not think that close observation there is 

really possible, but by deduction you know there always must 
be lags. 


Another thing is that in the superficial movements 


you can find quite prompt reactions. In so far as 
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your monetary policy has the other objective -- not 
the’ fundamental objective: - of influencing expenditure, 
put4~Lor- example;~ ther ob jective of- defending’ your 
foreign” exchange’ reserves” -=" you"do’ find prompt 
reactions there, If you increase the rate of interest 
by 2 per cent, you will get a reflex reaction of funds to 
the money market, and that reaction will be very prompt. 
Those are superficial movements; it is indeed movement 
you want, but they are not the fundamental movements 
in total expenditures to be induced by monetary 
policy ‘as “such. 
COMMISSIONER LEMAN: But, in general, selective 
controls -act ratner last? 
Dn, “HOLTROP: ~Do- you Mean selective tontrols 
in the sense --- 
COMMISSIONER LEMAN: In the sense that you have 
used them within the general definition of moral suasion 
DR. HOLTROP: ~The’ moral suasion controls 
were not really effective. We have known periods 
in early times after the war where our system of 
control of credit was purely on a selective basis -- 
namely on the qualitative basis. That was still 
based on the war economy rules, and the banks had to 
submit to us any loan above 50,000 guilders for 
our approval: °*fnere you had purely selective controls, 
but we have never been satisfied with them. We have 
been glad to give them up after a few years and 
change them for the system of general quantitative 
eontrols as Toreseen in the present “act. 
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Dr. Holtrop. It is not strictly in the same field, 
but this morning you described to us how one must take 
a look at all the major economic factors that have 
to be dealt with, and you said that some of the 
monetary policies were not well adapted to bring 
about cures in such things as certain types of 
unemployment, et cetera. In your country is there 
a super-economic council, if you might call it that, 
that looks at these things, or is that done mostly 
by the bank, or is it done somewhere else in government? 
is. there a recognized economic advisory board, or 
something of that type? 

DR. HOLTROP: I have to answer that question 
in two ways. There are two different things. On 
the one hand there is what we call the Central Planning 
Bureau which really is the economic research department 
of the government. This is a branch of government. 
It. is, in the ae of economic affairs, and it has 
a very high professional standing. It analyses the 
trends of the economy. It..was. built up under the 
leadership of Professor Tintergen who was the first 
director of the institute. It worked out a so-called. mode) 
for the Netherlands economy which has made it possible, 
on the basis of the suppositions of that model, to say 
what the probable consequences would be of possibie:< 
policy measures. Every year it makes a plan for the 
next year which is a great help to the government in 

making up its budget, and, generally, in the forming 

of an opinion about,.what is..or.is not;, admissible as 


development in the fields of wages, prices, et cetera, 
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in the economy. 

I must. say that I think the work of this 
bureau is of the highest importance. Also we as a 
central bank co-operate with the Central Planning 
Bureau inasmuch as we supply them with financial 
data, and we consult with them on financial inter- 
pretations, 

They have introduced into this model 
certain supposition about the reactions of the economy 
to,.a; Less..liquid. state..and. to.a.more liquid state, 
and more specifieally..to the effect.of. the Jiauidity 
of business on the volume of investments, for instance. 
We ourselves place very much value upon, their 
estimates which partly influence our own policies. 

For example, in.the determination of 
admissible growth of bank loans we have taken into 
consideration the estimates of the Central Planning 
Bureau about the increase in real income. that. was- 
to..be expected. under the present. conditions in. the 
current, year. “fhe Central Planning, Bureausis,.pherefore, 
purely an economic advisory body, md not at all a policy- 
making body...It is simply a help.to the government. 

On the other hand, we have another body 
which is representative of the community as a 
whole; It is called the Social Economic Council. 

The Social Economic Council is a body of 45 
members representing the business community in the 
sense that one-third of its members represent the 


entrepreneurial organizations; one-third represent the trade 


“a 
| 


aids to Axrow odd Antdt L tsadt yee dagmer elar fed | 


; mas os ri ya 
a aeiliatalien I 


8 8B SW oa lA sonst togmt tasddin odd to al sssuvd i # 
iain Batadas odd diiw ststeqo-oo0 Nasd Isrsiso ny rs 
fsfonsnlt didfw medd ylqqua ow as doumésat “uasaiia He a 
-astal Istoasmtt no medd Atiw ¢ivanoo ew bas .sitsb ta 7 

enordsistq 

febom atdt otat peoubortat sved yedt [a 

Q 


wmonoos eid To -enottoser end tuods aoksteoqque atsdtso 


WWibluptl edt to tostte ‘sit ot YIEsolttoede “stom bas pat 
SonsJant 10% .adnemteeval to emulov oft mo edénbadd Fo Het 
tlods moqu sxisv doum yrsv so9slq eevfsarvo sW él 


i 
| 
| 
| 
‘ oe i ad _ adh 
.Sds8da biypttl evom s o¢ bas stete biupfil gest s og 


-a9fotlog nwo x0 SonsultAt yitrsq dotdw @otamites Fat 
To nofisniniedsb edd at ,SoLlGmMsxs tom a ar 

ovat moist eved ow ansol asd to déwotg eldtesimbs bdr 
aninasit L[ertns) ols to eedsmties ent moltsrsblenoo | VI 
asw Isdd emoont [sox ni sessroak ent duods vsetud Bl 


edd ni anotttbnoo tasesiq ONS ebay betoegqxe sd ot et 


,OT0teTSNS .eb ussrud antnnastl{ L[ertasd) ont -tsey tasriso OS 
‘-votlog 6 [Is ts ton be ,y~bod yroetvbs ofmonoos as Yfeitsgq is 
.JSnommtevog sat od qied S Yigmie ef SI .ybod satsism ss 

vied wontons oven ow .basd tento ond ist@) rs 

8 8s YStonummoo st to evitstneaetqer et dotdw |S 

.ffonmvod otmonose LIstooe edt belliss at tI .sfodw : 

GH to ybod s at L£tontoo oimonood Isro0e snct og 


oat af ytinummoo esenteud sat gnttosestgqet etodniom 
sat dInegerqset ersdmem esi to bridd-sno gsdt sanee 


Jt edt Insesrqest brtAd-srto ianolsssiansaro Istivenexqertne — 


Nethercut & Young - 4195 ~ 


Terento, Ontario 


unions, and the other one-third are 


members appointed by the government. I myself 
belong to this body as a government appointee. 

By law the government has to submit 
to this body for its advice any important bill 
which it intends to present to parliament, so that 
any legislation in the economic field which the 
government plans to make has to be submitted to 


this body for advice. It is an advisory body, 


? 


} 
and it plays an important role. 


It plays an important role also in 
the discussion of economic conditions inthe country, 
and of economic expectations. It plays a role 
also in labour-entrepreneur. relationships, and 
this, again, is in an advisory capacity. The 
director of the Central Planning Bureau is ‘one 
of the government members of this body, he being 
one of the fifteen government representatives, | 
The Central Pyanning Bureau also functions as the 
supplier of the economic data to this body, and in 
its consideration and investigation of problems the 
Central Planning Bureau will supply it with the 
statistical background. so, if wiliI“be seen there 
is co-operation between these two bodies. 

Does this sufficiently answer your 
question? 

COMMISSIONER LEMAN: Yes, but the bank 
forms its own judgment? 

DR, HOLTROP: Yes, the bank is completely 


separate. The bank forms its own judgment, but it 


Ifsevm I . SMoMATSVOS edd vo bedatoggs atedusa 


 .s0dnboggs Imenmrevos = es Yod etdd of gaotod ” 


Pe 
rere TS 


4 


po dimdue ot asd dasmarevog adit wel wa 


| Jedd of ,tasmetfusq ot taoeerg ot abmoetat tf Hotaw 


es efit dotdw blefl otmonoce odd mt motteletgel yrs ” 


ov betsinedwe ed oF asd oNem ot emetg Stemarrsvog . 


fe .Ybod yroeivbs ag et tT °Soivbs rot ybod etdat 


\ in 
»Sfor dastreqmt ms eysiq tr bas - 


af oals ofor Snedrogmt ag evsig i 

cVIVMHOS edt mi amottibmoo otmomeos to mdteguoath edd 
esfex1 s ayslg 31 .ettoltstosgxe olmonoss to bas 

brs .8qinanotislet auensrgertms-twodsl at coals 
eat -¥YJfosqso yroetvbs ms at et .tisgs ,etdd 

ono at yee rd satewelI Isrytasd odd to aofoextb 
ented ef .ybod sidt to exsdmom THOMLISVOR edt to 

| -e9vissiaoasrgsy daemarsveg meettit sdt to ano 
ody as amolttonut oals veeiwda antes I Cevdns0 oT 

af bas ,ybod etdt oF steb otmonoss sds Yo tetiqgque 
odd amefdorg to aolisgtseovat bee mottersblenoo aét 
ods ddiw ti yiqque Iftw usequa gitansld farted © 

siedd mose ed Iltw si .08 » bavormdosd fsoltaisete 
.eotbod ows seedt asswied moltsarege-oo et | 


= | 


Woy towens yitastottiwe etdt esod 


oS 
faolsesyp | 


weed ent tud .ee¥ :WAMHI AMOTeeTMMOD 
Staemgbul awo ett eno 


Wetelqmos et vmed eft (eeyY :IONTIOH . AG 


Jogos * 


aE dud .tremgbst mo edi emiot waned edT = gg 


a 


" {itd testiogmt yas sotvbs att 0% ybod etdd o+ 


if ie 

ye 
ots butdAdt-sro Tendo ond. one caso cig a 

wad 


12g~ 


Nethercut & Young - 4196 - 


Terente, Ontaric 


definitely uses the material supplied to it by the 
Central Planning Bureau, and works in close contact 
with the Central Planning Bureau. However, as 
regards bank policy, that is completely a bank 
responsibility, andis not involved in the 
responsibility of the Social Economic Council. 

COMMISSIONER LEMAN: And these bodies 
are more concerned with the somewhat longer range 
phenomena than the bank is? 

DR. HOLTROP: That is right, because 
in this respect they are mainly concerned with 
legislation, and only then in an advisory capacity. 

COMMISSIONER BROWN: Mr. Chairman and 
Dr. Holtrop, I wonder if I may move along to your 
techniques of debt management. Perhaps the way 
of opening up this subject would be to ask you to 
tell us of the routine that is carried out wnewe 
some new long term or short term borrowings are pro- 
posed on the part of the government. I gather 
the government operates its own agency on this? 

DR. HOLTROP: Yes. The peculiar 
thing, of course, is that from the point of view 
of a country where debt management plays such an 
important role it is queer to look at a ene 
where debt management plays such a relatively un- 
important role. In that respect my country is 
different from yours... Debt management in my country 
is completely the responsibility of government. 

The tradition in the last ten years, 


I might say, of government has been that with respect 
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to any deficit it has to finance it is considered 

a matter of course that it will meoage through 
long-term borrowing. The market for long-term 
borrowing is completely separate from that for short- 


term borrowing. 
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Long-term borrowing is done in the capital market with 
loans, usually running from zero to 25 years, or from 
ten years to 25 years, or to 30 years, or to 40 years. 
The length of the term depends upon circumstances in 
the market, and the type of institution to which the 
government hopes to sell the bonds, and as to what 
those institutions prefer. The savings banks will have 
a preference for the shorter terms. Life insurance 
companies may have a preference for the somewhat 
longer terms. 

This long-term borrowing is clearly 
borrowing out of long-ter savings -- that is, the | 
long-term savings that get into the hands of. the 
Savings institutions, or the life, insurance companies 
and the pension funds. Some of the money also comes 
from the public. There was a period in which the public 
did not partake very much in the bond market. They used 
to partake in the pre-war days, but the inflationary 
period of the hoves was not very conducive to investment 
by private people in long-term bonds. But I must say 
that that condition has already changed now. With 
high prices on the stock exchange and, later, with 
the drop in the market, the general public has now 
again become interested to a aA vbour extent in long- 
term bonds. That goes back to the old pre-war Dutch 
tradition that anybody who had some private fortune 
invested part.of it’ in bonds, though, indeed, the part 


that is invested in bonds today tends to be smaller 
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than that of before the war. 

The amount of long-term borrowing by the 
government will be determined, of course, by a 
comparison between the total amount of government 
expenditure and the amount of taxation. In the development 
of things of late the amount of taxation has been Very 
high because we have been in boom conditions for a 
relatively long time. Entrepreneurial profits have 
been favourable and therefore tax income has been high. 
The result has been that the government has done 
relatively little borrowing for the purpose of 
financing its own expenditure, and the total budget, 
which includes the extraordinary budget, has either 
been in equilibrium or it has shown only a small deficit, 
and even so that deficit has been smaller than the 
total amount of long-term investment that has had to 
be done by the government departments themselves. 

By "government department" I mean, for 
example, the government pension fund. oe our country 
the investment of the government pension funds is being 
taken care of by an independent supervisory body 
which will have a certain preference for investment 
in government bonds. The total that government 
institutions have to invest is some 600 million guilders 
a year, and’ 10 18a" Lene time since the pero iene 
deficit has exceeded 600 million guilders a year. 

In recent times the deficit has always been smaller 


Cnam Coa. 


aay 


y Deaf eae 
a Beréent = 


i: 
6 xd eames to , sostenbtiinibiaibacibaiantln 


§ 


dnennievog to dnvoms Istod edd moowsod ‘inten a 


dejomqoLeven edt al ,nottsxsd to tavome orit bas srudtbaeqxe. 
Hh 


YISV need asd nolisxst to tnavoms ond sdel to agnins to 


8&8 TOL aenolsitbnoo mood nt nessd evs sw sausoed Agi 


eved av i toug lstivensrgerta®  .smtt anol ylovitslox 
dain need asi smoont xsd exotsredt bas sidsxwovst need 
snob asd dnematevog edt tsdd meed asd diveor ont ob ] 

to saoqivg sit tot satworred slstEe Vievitsles 


vJegbud [stot edt bis .sustioasgxs nwo atl anfonent? ist : 


teddis est ,tegbud ytenibrostdxs odd eebsfont dotdw en 

,tiofteb ffsma sg yind mwode esd gt xo muindiifups at need bb 
edt asd solisma need asd ttofteb dsdd oe move —_ er : 

oy bsd asd tsdd dromdeovat mredasnor to gnwoms Istot at 
-esvicamendd etnemdusqeb tnemarevog odd yd snob sd u : 

“tot ~nsem I. “tnomtrsqeb drommre veg" Ya. ‘an 
Visnyoo two Ax. . best nolansg. tnemairevog edt«,slqmsxs sate : 

gaisd ef abavl motansq tnematsvog ent to Jasmsaovat odd og 

ybod yroeivasque dasbaeqebat as yd Io eso mexss jire : 

Jnomtasvat tol sonstetsiq atsdres g°oved LLiw Aoldw i¢¢ 

 Snematevos tsdt Lstot sdT .abnaod tnsmarsvoeg at & 

eteb( ius moll fl tm O0d*saeu af Jasvat ot svsd anoltdutisent as 


Snematsves sdt sonte omkd gnol sg af st bas eTSOYy Ss 
SISSY 8 atebliuy noitfim 003 bebseoxs esnh ttottsh 
tollsme ased ayswis esd ttottep’ sag vomit tasost at 


,tsid asas | 8 


Nethercut & Young = 40800 = 


Toronto, Ontario 

On the other hand, the government has, of 
course, to continually make repayments on existing 
loans; these repayments form part of the budget, and 
the government has to borrow in the market for that 
purpose. I think that is about all’ I have to say about 
long-term financing. 

With respect to short-term financing, it is 

a long time since the governmmt has been engaged in 


additional short-term financing in the market. 
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The short term debt, as a matter of fact, has had the 
tendency to ‘be sreduced. In the: continual renewal of 
the short texrmidébt otherei tis, vof ycourseycatfactor of 
debt management, but I would say that that is not ‘such 
a very important ei tte It is’ the choice ;in the 
range between, on the sinont ee end of the market the 
three months! bills, and on the longer end of the market 
the five vpyears) treasury notes, That range represents 
what we call short term financing, and the government 
will more or less adapt itself to market conditions 
with a certain wish always to increasethe longer terms 
of its borrowing when she thinks the conditions are 
favourable. So when she thinks she can get up to five 
years! money at a rate which does not very much exceed 
the rate for a year's paper, she «will have preference 
to place the longer term paper. 

I must say that fundamentally with a 
stable amount of short term government debt the 
government has to adapt itself to the market conditions, 
and the market conditions are really ruled by the 
exigencies of those who hold short term funds for 
liquidity purposes. That is quite a range of people. 
On the one hand there is the banking system which 
has to hold short term government paper on which to 
fall back in the case of their deposits being taken 
out; and there are the insurance companies, and so on, 
and finally the business community which has liquid 
funds and will, to a certain extent, also invest in 
Short term government paper, instead of 


placing them on deposit with the banking system. 
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There is free competition between these. 
This situation, of course, is a 
situation which is presently very different from 
the problems of the debt management Hkh which those 
countries are faced, that really have run up a very 
large amount of short term debt in the war years, 
or in other periods, and that are continuously faced 
by the question as tohow they could lengthen 
the average maturity,.of .theirn debt.,..1t.is especially 
different from the situation in those countries where th 
clear division between short and long term financing 
does not exist. ..In.the United States and in, England this 
is 4 problem, and, as 1 understand, also in this country. 
Because of,,the different traditions of the market, 
we have that clear division between short and long term, 
a elear division which is. accentuated by the fact that 
our long term debt as a rule never has fixed maturities, 
but. it is being repaid year by year. Thus a 25-year 
loan -- I mean, running from zero to 25 years will on 
the average be repaid to the extent of 4 per cent per yea 
SO you cannot buy a bloc of that loan and know you are 
going to get your money back three years hence. 
Consequently these loans will not have the tendency to 
become money market paper because you never know for 
Sure when the individual bond you buy will be repaid, 
repayment being effected by a lottery system. 
COMMISSIONER BROWN: Is it all done by 
lottery, or does the government. buy in the market? 
DR. HOLTROP: .No,.it.is generally not the habi 


of the government to intervene in the market. In the 
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long term market there is, for all practical purposes, 
no government intervention. The bank has never intervene 
in the long term market yet, though we have the power 
to do so. We have néver been in @ situation where 
we had the feeling we needed to acquire a long term 
portfolio, and not having got into that situation we 
have never been in a position to exercise an influence 
on the long end of the market. The government funds 
do Some regular buying, and there there may be some 
indirect intervention in that sense. I now refer to 
the government pension fund. But, as I already 
mentioned, they are managed by independent bodies, so the 
are not under the simple directive of the minister of 
finance, but under the directive of a body that controls 
their investment propositions. They will take their 
decisions in their own merits and at a certain moment 
will buy or sell in the market; but that is not, of 
course, pure government intervention. 

COMMISSIONER BROWN: Perhaps I could ask 
you a question in which you would have a purely 
objective interest: that is, what is your opinion 
as to a central bank operating in the long term bond 
market? 

DR. HOLTROP: I have no objection at 
all to’ the central bank, as a matter of principle, 
operating in the long term market, because I can 
see some advantages. The problem is, however, when do 
you build up a portfolio? ‘You can only acquire a 
portfolio by inflationary action, because you create 


money in order to buy long term debt, unless you were to 
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1 agree with the government that the government at a 

2 certain moment would replace a part if the short term 
3 portfolio of the Bank by long term paper. That proposition 
4 has never arisen with us. Of course, theoretically, 

5 the advantage of being able to operate in the long 

6 term market is that you have a more direct action 

7 then when you only operate in the short term market. 

8 But we know from the American controversies that it is 
9 a difficult problem, because the longer term market 

10 is very sensitive to government interference; and if 
11 there is a lot of government interference you do not 
12 have a real market any more, and people may tend to 


13 distrust the market at all. 


14 With us, we have the tradition that the 

15 lenge term rate of interest is not an object of policy, 
16 but it is really the result, of market conditions; 

17 and being the result of market conditions every 

18 investor knows the market can go against him, but. 

19 not the government or the central bank. That is also 


20 an advantage, I think. 
21 I can only repeat, however, that we have the 


22 power. The Bank Act gives us the power also to buy long 


23 term bonds. But we have never yet been in a position 
24 bo acquire them, I could conceive circumstances 

25 of depression, od depressive conditions, that would 
26 be conducive to building up a long term portfolio 


27 in the hands of the bank, namely when under de- 
28 oressive conditions you want to get the long term 
29 interest rate further down in order to have a stimulativ 


30 effect on the market. But in Holiand since the war, 


| ‘ein bi itiaial: | 
poe ron tyode edt it dasq s soelqex bisow tesmom a a 


J ag 
i 


Rott Laoqosg teat HOGER mast gaol yd Aned ont to piniatee Be 
ULlsotteroondd .98TN09 TO .ay dtiw neaixs r9veq aed 
adol edd mi stsxego ot sides gaied to sastasvbs siz 
moijos tosrib som 6 oved oY Sed af Jowrsm mrss 


Jodie mist trode Sai ak etersqo Vino voy nodw asdt. 


Divow gsdt .enotsttinoo oviegesrgeb bo ,doteesrgsb to 


el gt gedt estenevortaes asotrems edt mort wonn ew, due al 
Jentem mised rtsgHel edd seueoed me ldorg JisoL2itb 6 | 
if bas :90n97T9Iredat Tosmarsveg oF evidtense yrev al | 
tom ob woy sonsxetradot THSMAISVOR to tol 6 ef ST9ds. | 
od bret yen olgosq bas atom yas sexism [sex 6 eved lee 
-ffs is dJoNrem edd Jaurtelp ist 
sad ted? aottiber edt eved ow .8AN ASLIW ‘a 
eYollog to tosido as son at Jaotadat to e781 mre? sco. a 
iamoltipaoc texyem to ¢luser edt yllseq et ti stud he 
YISVS anmolttibaoos toalism to tives els anted brs a 
Jud mid tentegs og meo. soayvem odd ewond sodaevat tet P 
oels6 af tenT weed Lextaso edt 10 Jaemarsvog edd gon bi ar 
pole | 
-Maidd I ,ogestasvbe ms ‘08 
oNt sved ow teds .1aVewon .T8eget yino aso or as : 
anol yud ot oels iswog Ssdt ey gevig toA Nac ont » 19WwWOoG ss 
mtoivtecg s at ased tex 19ven sved ow duG .ebnod mrss yes 
| . 
soometamuorts evisonos bluag I _tisdt situpos oft ae 
| 
| 


oflotsueg mast xaol sg qu adctottud od svfoubtioo sd 
-95 T9bany tiedw ylomen asd ont to ebned edd fit 
mrss gaol edt tos ot tasw NOY amofelbaoco ovlaseng 


videlumide & 9ved o¢ 19bi9 mt Mtwob seditost sts6x Tree | 


view edt sorte baei lok al tua ’ Jeakasin odd mo. sostts — 


Nethercut & Young - 4005 = 


Terente, Ontario 


those conditions have never arisen, and, therefore, we 
have never had to take that decision. 

COMMISSIONER BROWN: What sort of 
relationship exists between the long term interest 
rate on, say, your corporate securities and a new 
government bond issue? 

DR, HOLTROP: .The difference would not 
be more than about half a per cent. At the present 
moment the government could borrow at 4i per cent, 
and good industrial bonds would be placed at 4 3/4 -- 
not more than half a per cent difference between the 
two. The municipal bonds would be just in between. 
Recently they have been borrowing at_ 4S per. cent. 

COMMISSIONER BROWN: There is one 
sentence on page 27, which is the last sub-paragraph 
of paragraph 47, where you say: 

; The bank advises the government 

with respect to the government's 

operations. It will not operate 

itself without previous consultation 

with the government." 

Could you clarifymbthat just paolittle?, 11 am_a,trifle 
confused. 

DR. HOLTROP: I meant it this way: the 
government, of course, is completely responsible for 
its own action in the short term market. It acts 
through its own agency, and the government may consult 
us. We have complete responsibility for our own open 
market policies. If, in the course of our own open marke 


policies, we decide to sell in the market, that might 
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1 counteract the short term government policy. Although 
2 we feel completely responsible for our own action, and 
3 also the government recognizes our own responsibility 
4| there -- this all being subject, of course, to the power bf 
5 directive if there were a real difference of opinion 
6| about monetary policy -- we would not act in the 
7) market without (irstinforming the government. So we 
8| would be in touch with the government and say, "Well, 
9| the conditions of the banks aire such and such, and we 
10/ think we should make them somewhat more liquid, so 
11/ we have the intention of buying some short term 
12| paper in the market," or the reverse. Then the. 
13 government would take that into consideration in 
14/ their instructions to their agent about his action, 
15! because being two separate parties that action should 
be co-ordinated, and we should not work against one 
17|| another, 
18 COMMISSIONER BROWN: One final question 
19) on this, and that is, this government agent, is he 
20 a stock broker? 
DR. HOLTROP: He is a government employee. 
COMMISSIONER BROWN: He is a government 
employee? 
DR. HOLTROP: Yes. 
COMMISSIONER BROWN: He is a department? <- 
DR. HOLTROP: Yes, he is really a department 
of the government. 
COMMISSIONER GIBSON: Dadyes regard fiscal 
policy as being an important element in achieving 


the goal of monetary policy, price stability? 
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DR. HOLTROP: I think it has become more 
and more important. We must realize it has become 
more and more important also when we compare with the 
pre-war economy and certainly with the pre-1914 economy, 
on which all our basic and classical thinking on monetary 
policy is still based. That was in a period when the 
governmnt played a small role and one in which 
monetary policy, therefore, worked completely through 
the private sector. Part of our basic and classical 
thinking is based on those kinds of conditions; but 
these conditions are not the conditions of today. In all 
modern countries some 25 per cent of expenditure is 
government expenditure, and it is only natural that 
if you have notions of monetary policy and notions 
of equilibriating the economy you should first try 
to apply them in the government field and not make 
the private economy adapt itself to the freaks of 
government; but, on the other hand, if possible, 
try to adapt government to the freaks of the private 
economy. 

However, I do think that government policy 
is extremely important, and we have to think of the 
two different ways in which government policy can be 
important. There is the direct policy of 
expenditure and taxation of the government; that is 
what you would call fiscal policy. And the other way 
is that of the methods of financing of government 
expenditure; that is what you then would call part of 
the debt management problems, 


COMMISSIONER GIBSON: You call this government 
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DR. HOLTROP: I would call the whole 
thing government monetary policy, yes -- monetary 
policy as applied by the government -- but it falls 
into these two things, because in economic theory it is 
often said -- and we have been faced with that situation 
in Holland also, where our professors of economics 
insisted that the government should in its own 
expenditure policies compensate the rinevuatvions in the 
private sector, so that in a period of boom the governmen 
should spend less and in a period of depression the 
government should spend more. If you come to the 
actual experience of these things, it appears to be 
relatively easy to spend more in times of depression, 
but it ts quite a job for government to spend less 
in times of boom. After all, one has to realize: that 
a large part of government expenditure is accessory 
to the expenditure of the private sector. If the infra- 
structure of the economy has to be taken care of by the 
government, you cannot say, in a five-year period of 
upward cycle, "I am not going to build roads; I am not 
going to build harbours; I am not going to build 
hospitals" -- et cetera. In that sense, the whole 
idea that the government could just compensate fluc- 
tuations in expenditure by the private sector is, in 
my opinion, an exaggerated notion of the possibilities 
of compensatory action by the government. The govern- 
ment is also a going concern. Indeed, we must 
strive for governments not exaggerating the boom and 


not themselves blowing themselves up in the upward 
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1} cycle and shrinking in the downward. But to expect 

2|| them to do the reverse is too much. 

3 In the choice of ways of financing it is, 

4| however, indeed possible that in the boom they con- 

5! centrate more on the income from taxation and borrowing 

6| in the long term market, even if they have to compete 

7|| with the private sector and pay a somewhat higher rate 

8| of interest. In that indirect way they may influence 

9| also the possibilities of expenditure by the private 

10| sector. That is the importance of debt management. 

11| In the way of choosing how to finance the government 

12] it plays an important role. 

13 As a matter of fact, we have, in the Netherlands, 
14] been applying that policy. In the last few years, for 
15 example, operating under the economic impact of what 

16| had to be called a kind of imported.inflation, the 

17 balance of payments surplus coinciding with over- 

18|| exertion and over-employment in the whole economy, the 

19] cry has been that the government should try to compensate 
20 for this excess demand. This was not so much done 

21] by the reduction of expenditure, but by long term 

22|| borrowing in the market without these funds being needed 
23| for financing, but being used for repayment of short term 
24 debt to the banking system, or for repayment of foreign 
25|| debt. Thus the total amount of liquidity was contracted 
26|| by internal action, in that way compensating the 
ai expansion of liquidity resulting from the balance of 
28 payments surplus. 

29 One might, from an internal point of view, 

30|| argue whether that policy would be conclusive to inter- 


national equilibrium. It was. however, certainly 
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conducive to national equilibrium. 

In both of the senses discussed I think that 
monetary policy of the government is an extremely 
important factor, and that it is fundamentally a more 


important factor than the monetary policy of the central 


_bank could be. From a quantitative point of view, the 


powers and possibilities of government are bigger, in 
my opinion, than the powers and possibilities of the 
central bank. So I believe the government can do more 
there with a positive policy than the central bank 

on its own can accomplish. 

COMMISS LONER GIBSON: Do you regard the co- 
ordination between government and monetary policy as 
being of great importance? 

DR.» HOLTROP: Very important. “For along 
period already, in the last few years, we have tried 
continually in Holland to co-ordinate the government 
policy with central bank policy. 

| COMMISSIONER GIBSON: How do you co- 
ordinate them? 

DR, HOLTROP: By moving in the same direction. 
We have been following a restrictive policy in the 
field of credit expansion while, at the same time, 
the government has been borrowing in the long term 
market without needing the funds for expenditure. 

So their action was positively of a deflationary kind, 
and ours was of an anti-inflationary King. 

COMMISSIONER GIBSON: Do you meet frequently 


with the minister of finance? 
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DR. HOLTROP: I meet weekly with the 
minister of finance, so there is a constant exchange of 
views between the bank and the minister of finance. 
We feel this is extremely useful. We have followed 
that tradition already since the whole after-war 
period. We do it in a very informal way, by meeting 
on the outskirts of The Hague for luncheon and discussing 
current problems; and that is my main contact with the 
minister of finance. Other contacts that take place 
are on the level sometimes of my colleagues who have 
to discuss special subjects and als, for example, the con 
tacts about the money market which are being enter- 


tained by the responsible higher officials on both sides. 
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COMMISSIONER HARROLD: In your section on 
international finance or international liquidity, 
Dr. Holtrop, you have suggested, in your opinion, there 
is sufficient international liquidity around, but you 
say there may be in future some question as to whether 
there is, and you suggest there are a number of technique 
to satisfy anything that might occur. In other words, 
you suggest a number of alternatives. Would you like 
to elaborate a little on that as to what can be done 
about. this problem if it arises? For instance, 
in our case, would you like to comment on the 
Canadian point of view, if there is some suggestion 
about lack of liquidity as far as the Canadian situation 
is concerned in the international market? 

DR. HOLTROP:: IT would:not:like to igo very 
deeply into this problemoof the: future+of: international 
liquidity because it is a subject on which so much 
thinking still has to be done. I do not quite see that 
it could possibly be one of the problems you are closely 
faced with in this commission. We talk about inter- 
national liquidity and sufficiency of liquidity. We 
must then think of whether generally foreign exchange 
reserves are sufficient for the purposes of the moment. 
If we come to the conclusion that that generally is so, 
this, of course, does not imply that necessarily every 
country has sufficient reserves. There always will be 
eountries that have ‘insufficient reserves, “because if the 
start with sufficient reserves and allow themselves to 
lose reserves they will end up with insufficient reserves 


However, those special situations are never an answer to 
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the general problem. 

On the general problem I am under the 
impression -- and I have stated it internationally, for 
example last year at the Vienna meeting of the 
international Monetary Fund -- that I do not see that 
there is a general situation -- because that is the 
important point -- in which countries would be induced 
to follow deflationary policies because of lack of 
international reserves. I think it is only a very 
exceptional condition where that would be the case. 

From that point, I think general reserves are sufficient, 
and certainly on the European continent none of the 
countries at the present moment has insufficient 
reserves. In the long run the question is, what will 

be the demand fas international reserves? What are 
really the determinants of international reserves? 
Really, not much close investigation work has been done 
on this subject yet. People work on some general notions 
of reserves having to be equivalent, for example, to 

four months or six months imports. We do not know 
sufficiently well, really, what the exigencies of the 
different countries’ are...) Even so, if, it: should. be, true 
that, indeed, countries want to increase their reserves 
in proportion to the increase of their national income, 
then you have one measure of expectation of increase of 
reserves. You might also say they may want to increase 
their reserves in proportion to the increase in international 
trade. That would be another measure of increase. We 
are not sure whether one or the other prevails. At 


any rate, this takes a long time, really, before that 


creates problems.. But, conceptually I agree it might creat 
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problems because if we ask how much the gold 

production is and how great the deficits are which the 
key currencies will be willing to run -- how big they are| -- 
we have a measure of the possibility of ; Supply of 
reserves for the other countries, and then you can come t 
the conclusion that after five years or ten years, what- 
ever it hee be, there may arise a problem. My contention 
is that it is possible to find solutions for their 
problems and that there will always be techniques one 

can think of, and all those sorts of techniques 

are actually being discussed. 

Pf wouwiia prefer not to elaborate on them here 
because you would not have sufficient time and background 
to compare the different ones. There have been 
Suggestions of creating these er through the 
International Monetary Fund, or by agreements between 
the central banks. We have recently been doing that. 

We have created special reserves in the course of -this 
year in the hands of the International Monetary 

Fund which have indeed increased the possibilities of 
the International Monetary Fund to act. These are the 
additional six billion dollars of resources. We have 
also had suggestions brought up about the key currency 
countries holding in the future part of their reserves 
in the form of other currencies, which would create a 
different situation from that which we have known in the 
past. : 

In all Lai ways I think solutions can be 
found for the problems that may present themselves, and I 
would state that my opinion at this moment is that.I do 


not see there are very urgent problems there, that the 
international co-operation that has been created already 
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at the present time does sufficiently take care of 

the problems which we are apt to face in the near 
future, and that we must continue to study all the 
possibilities of elaborating this co-operation to be 
able to face the problems that might present themselves 
at a later date. 

COMMISSIONER GIBSON: Dr. Holtrop, you have 
made it quite clear that you put a high priority on 
exchange stability. As you are aware, in this country 
we have had a flexible exchange rate up until recently, 
beginning in 1950 and running until very recently. 

DR, HOLTROP: Yes. 

COMMISSIONER GIBSON: For rather special 
reasons, phe ci? connected with our vulnerability to 
large capital movements. Would you care to say anything 
about flexible exchange rates -- whether you see any 
place for them in special circumstances; whether in 
a country like Canada flexibility within certain limits 
might be reasonable? 

DR, HOLTROP: I would like to put it this 
way: fundamentally I am thinking in terms of fixed 
exchange rates, and I do so perhaps with the bias 
of a relatively small European country, neighbour 
to many other relatively small end some larger European 
countries with a high degree of integration of trade 
and commerce which would be simply inconceivable to 
maintain in a system of fluctuating rates. You could 
not have that high degree of integration which we have 
in Europe if all the competitive relationships might 


be influenced any day by fluctuations in the rate of 
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exchange. From that point of view, I might say as a 
small European country I hardly can think in other 
terms than in terms of a fixed rate of exchange, and 
if you have not got a fixed rate of a ae by inter- 
national agreement you would probably have one because 
in the case of fluctuating rates you would as soon 
as possible try to attach yourself to a fixed rate 
with one of the big neighbours in which you had 
confidence that the rate they maintained would be a 
rate based on policies of fundamental equilibria. 

I hesitate to express myself on the Canadian 
case because I simply do not know enough about it. I 
have some general knowledge, of course, of the very special 
conditions in which Canada is situated, I do have an 
understanding, therefore,« of; the, difficulties. » de have 
looked upon the fluctuating rate as an exception which 
the International Monetary Fund and the international 
world has accepted. You have, nevertheless, maintained 
a rather stable rate almost like a fixed parity, and 
recently you have come into developments which have 
led to a change in this rate, and finally to the decision 
also to get back to a fixed rate. So, at the present 
moment you find yourselves back into a fixed rate, 

We mentioned this morning the fixed rate: 
the fixed rate system, as we know it in the International 
Monetary Fund. This system has a strong bias for main- 
taining the rate, but it does not exclude a change of 
rate, and the system of Bretton Woods is that in the case 
of fundamental disequilibrium it is admissible to change 


the rate. On the other hand, our experience has shown 
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how difficult it is to take that sort of decision 

and how much that sort of decision -- even if based on 
what you might call fundamental disequilibria -- leads 
to reverberations and to speculative movements and 
expectations. 

So, fundamentally, we must try to have, 

I think, fixed rates of exchange and adapt our 
economies to that fixed rate. But, I do admit that 
there may be very special conditions where it becomes 
extremely difficult and where special problems arise. 

I do see in your case, on the one hand, 
the factor of the enormous influence of that one big 
neighbour. We have also big neighbours; we have three 
of them. The conditions in the three of them will not 
be exactly the same at the same moment. There are 
compensating factors in it, and that will tend to 
make our problems somewhat easier. 

COMMISSIONER GIBSON: There is a tremendous 
amount of capital which may move either way at any 
moment? 

DR. HOLTROP: Yes, I understand that. 

COMMISSI ONER GIBSON: Dt ti stot qiustecthe 
eoneern of the rate being too high, as it was = While 
ago, but sometimes the forces tend to push our exchange 
rate the other way. 

DR. HOLTROP: Yes. 
COMMISSIONER MACKINTOSH: Would your big 


Netherlands investors, institutional and individual, 
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1 be shifting funds in and out of French, Belgian 

2| and German securities? 

“ DR. HOLTROP:. We still operate under a system 
4 of foreign exchange controls for capital movements 

5 in Holland. So, we have completely liberalized. current 
6 movements, but for capital movements we have not yet 

7| xve-established complete freedom. That is to say, we 

8 allow free movements of capital in the stock exchange, 
9 and we allow free movement of entrepreneurial capital, 
10 but we have not, for example, free movement of short- 
11 term capital for corporations. So, Dutch corporations 
12 cannot just shift liquidity from Holland to another 

13} country. They have to apply for a license if they 

14] want to hold part of their liquid means in another 

15} country. Therefore, we have not the possibility of 

16 sudden movements. As I say, in the stock exchange we 
17 have free movement, but there we have still, 


18 theoretically at any rate, the possibility of a double 


19 rate, You are familiar with that system: you know 
20 the notion of security sterling. As a matter of 
21 principle, we still know the security guilder. For 
22 several years it has been at par with the commercial 
23 rate and it has almost become only a theoretical 


24 possibility that you might let the rate go, but it is a 


25 fact that at the present moment we still have the 


26 situation that if suddenly there was an enormous 

27 demand from the Dutch to buy American securities, 

28 or an enormous movement for foreigners to liquidate 

29 Dutch securities they are holding, we might at such a moment 


30] 1et the security rate separate from the commercial rate. 
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But, as I say, it has gradually become a theoretical condji- 
tion, though it is still there. 

The answer is that we have not been worried 
by very big capital movements in the shifting of 
Dutch capital to other’ countries. We have, in a way, 
been somewhat worried by the shifting of foreign 
capital to the Dutch market. We have, in a way, been 
exporting sé¢urittesito).a Very high extent j cand ‘therefore 
have also, in a smaller way than you, the problem of 
capital imports which have exceeded our real demands 
for capital. So, the influx of capital in the form 
of foreign buying -of-Dutch securities shas ‘given rise 
to some thinking about this problem, but we have not 
taken any measures against it. This present year it 
has been soffit lower than the year before, but these 
have been movements that were in the magnitude of 
upit@reonenbibliiomeguilders a year, and that is quite a 
lot.-.cAmoneymwfor a country with a national income of 
40 billion guilders. It is 24 per cent of national 
income, which is comparable to the movement you have 
experienced yourselves. That type of movement can give 
rise.to problems. 

We have found a compensation also by the big 
export of capital, and we have intermittently allowed 
foreign borrowing in the Dutch market to make possible 
also a certain additional outflow of funds. Last year Ww 
had foreign borrowing to an amount of 400 million 
guilders. So far . this year we have allowed foreign 
issues on the Dutch market in the amount of 150 million 


guilders. So, that is a kind of compensating movement. 
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COMMISSIONER BROWN: You have no controls 

over the servicing of foreign capital that comes into 
the country? 

DR. HOLTROP: How do you mean? 

COMMISSIONER MACKINTOSH: Payment of interest? 

DR. HOLTROP: Oh,no; that is completely free 
because that is current payments, of course, yes. 

THE CHAIRMAN: I wish to thank you, Dr. 
Holtrop, for your very impressive contribution. to our 
Studies. I know I express the view of all present that 
today we have witnessed a brilliant performance, 

DR. HOLTROP: They are very kind words, 
Mr. Chairman. I want to assure you it has been a pleasure 
to have this exchange of views. 

THE CHAIRMAN: We shall adjourn now until 
9.15 tomorrow morning when we shall hear the submission 
of Professor Lundberg. 


-~-- Adjournment. 
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Memorandum of evidence submitted by Dr. Marius W. Holtrop 
President of De Nederlandsche Bank N.V., Chairman of the 
Board of Directors and President of the Bank for 
International Settlements, to the Royal Commission on 
Banking and Finance 


Question 1: 
Could you tell us what you believe to be the objectives 
of monetary policy, and how you believe these objectives 
are related to the goals of other economic and financial 
policy? 
The objectives of monetary policy 
(1) The primary objective of monetary policy iss. 
in my opinion, to maintain, under conditions of reasonabl} 
full employment, the internal and the external value of 
the monetary unit, or, in other words, the stability of 
the price level and the stability of the rate of exchange| 
(2) The twofold objective, thus stated, implies one 
of the important dilemmas of monetary policy: the 
possibility of authorities having to choose between 
giving priority to either part of the objective. 

eed we the simultaneous realization of 
stability of prices and of stability of exchange rates 
is possible only under conditions of. neutrality in the 
outside world, and even then may run into snags. Eft 
these conditions of neutrality do not exist and if a 
country has to face inflationary, or deflationary 
pressures, coming from abroad, sie chet authorities 
cannot, in the long run, escape the choice of giving 
precedence to either internal or external stability. 

No a priori rule can be given as to which of the 


two should prevail. 
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(>) Another potential dilemma of monetary policy 
lies hidden in the presupposition of the existence of 
a situation of reasonably full employment. 

If such a situation does not exist this may 
have been caused by failure or deficiency of monetary 
policies in the past. If so, it is likely that a 
constructive monetary policy can restore full employment 
without compromising the stated primary objective of 
monetary policy. It is also possible, however, that the 
situation of under-employment is due to external causes, 
or to internal policy mistakes in other fields than the 
monetary one. In such a case using monetary policy to 
try to restore full employment may very well lead to a 
Peat the primary objective of. price stability and 
exchange stability. 

It is for this reason that I do not include the. 
attainment and the maintenance of full employment among 
the primary objectives of monetary policy though they 
must , Br etcses be considered among the foremost 
objectives of economic policy generally. From the 
strictly monetary point of view, full, employment has to 
Ni considered as a secondary objective, that, generally, 
ought to be pursued by monetary means only within the 
limits set by the primary one. 

Before reverting to the problem of the 
relationship between aims of policy and instruments of 
policy, I should like first to discuss the essential 


characteristics of monetary policy. 
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The essential characteristics of monetary policy 
(4) Monetary policy consists essentially in the 


act of exerting an influence on the present and future 
volume of total national expenditure, by way of 
controlling the creation of liquidity, i.e. the 
creation of money (primary liquidity) and of near-money 
(secondary liquidity). 

An important subordinate function consists 
in influencing the net import or export of capital by 
manipulation of the rate of interest. 

(5) In order to prevent an inflationary excess 

of total expenditure - which would lead to overemployment 
and an upward pressure on prices, and to a balance of 
payments deficit, which would in the long run endanger 
exchange stability - as well as a deflationary 

deficiency of. total expenditure - which would lead to 
underemployment, to a downward pressure on prices and to 
a balance of payment surplus - monetary policy must 
strive at maintaining the flow of total expenditure at 

an optimum level. 

To fulfill equilibrium conditions this level 
should be such that the part of total expenditure spent 
abroad will.egqual foreign demand on the home market, 
increased by net capital imports, and that the part 
spent internally will just manage to buy sustainable 
output at current prices, less exports. Thus price 
stability, balance of payments equilibrium and there- 
fore exchange stability, and full employment will 


simultaneously be assured. 
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A. 4 
(6) The dilemmas of monetary policy, which I 
already mentioned, result from the fact that not one 
and the same level of total expenditure may satisfy all 
the conditions just set forth. 

The level of total expenditure, the domestic 
part of which will just buy sustainable output less 
exports, may induce a level of imports that exceeds the 
sum total of exports and net capital imports (or the 
amount of exports less net capital exports, as the case 
may be) and may thus lead to a balance of payments 
deficit. The lower level of total expenditure that 
will reduce imports to the sum of exports and net 
capital imports may not satisfy the condition of, full 
employment. Increasing. the level of exports may 
require a lower level of cost that cannot be induced 
by monetary policy. Increasing net capital imports 
may be possible by increasing interest rates but mays, 
in the long run, create balance of payments difficulties 
by the burden of debt service. 

Thus we must cone lude that, though it is 
easy to define the ideal set of equilibrium conditions, 
reality will force monetary policy, even strictly 
within the limits of its own objectives, to aim at 
compromise. 

The techniques of monetary policy 
(7) The technigues avetistite to monetary policy 
in aiming at maintaining the conditions of full internal 


and external equilibrium described in sub (5) consist 
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(a) regulating quantitatively the creation 
of money, and to a certain extent also of near-money, 
with the purpose of directly influencing the volume 
of total expenditure; 

(bo) manipulating the level of interest rates 
or the relationship between short term and long term 
rates, particularly by working.on the short term rate, 
with the purpose of: 

(4) influencing the public's and the 
business community's propensity to spend, 
with the purpose of thus indirectly 
influencing the volume of total expenditure; 

(ii) influencing ways of financing, both 
active and passive, i.e. the choices between 
borrowing long term or short term, and 
between lending, respectively investing, 
long term or short term, with the purpose of 
thus influencing the volume of liquid wealth 
held is the form of money and near-money ; 

(iii) influeneing the net rare is the 

net export of capital,so as to buffer the balance of 
Payments consequences of changes in the propensity to 
import and/or changes in the demand for exports. 

(8) In regulating the creation of money and 
near-money the aim of monetary policy - unless 
considerations of external equilibrium should intervene 
- must be to allow the creation of a sufficient volume 
of money and near-money to compensate the net loss of 


expenditure that will result from the joint effect of: 
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(a) the spontaneous additions, held back 
out of the current flow of ineome, to the average stock 
of money and near-money, held by the public and the 
business community, that will necessarily eaecene ey any 
growth of real income; 

(b) the spontaneous additions to the liquid 
holdings of the publie and the business community that 
will result from any drop in the economy's propensity 
to spend; 

(c) the spontaneous withdrawals out of the 
liguid holdings of the public and the business community, 
to finance additional expenditure, that will result from 
any increase in the economy's propensity to spend. 

(9) Though one may thus, conceptually, nicely 
define how monetary policy ought to exactly compensate 
the fluctuations in effective demand which are due to 
the possibility of hoarding and dishoarding money, it 
actually is impossible to closely observe these 
fluctuations. Monetary policy must therefore rely on 
indirect indications to judge the adequacy of ne 
money creation. It therefore can, at its very best, 
only approximately succeed to maintain the flow of total 
expenditure at its optimum level. Fluctuations in 
induced investment, i.e. in inventories, in foreign 
exchange reserves and in actual production, will buffer 
the impact of fluctuations in total expenditure that 
monetary policy has been unable to prevent. 

(10) Apart from the creation of money by external 
causes through balance of payments surplus - or cancel- 


lation through deficit - the actual internal creation 
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of money and of near-money will, generally, take place 
by the private banking system and, possibly, by other 
deposit-taking institutions, by way of financing some 
part of the expenditure of the private or the public 
sector out of deposits with a money - or a near-money- 
character. 

Money creation may, however, also take 
the form of direct recourse by the Government to the 
central bank or to the money market. Recourse to the 
Bank would, of course, mean actual creation of money. 
Recourse to the money market might mean money creation 
if the banking system were taking the paper; it would 
mean creation of near-money if the paper were taken by 
the public. 

(2a9 The power of monetary authorities to 
regulate the creation of money and of near-money depends 
largely on their power to control, by direct or indirect 
means, the credit- and investment - policies of the 
money-creating institutions. This power of control is 
generally vested in the central bank. 

By taking direct recourse to the money- 
market Government can however, also exercise a direct 
influence on the process of creation of money and near- 
money. Likewise important is the power of Government to 
exert a contrary influence, namely that of cancelling 
money. It can do so by accumulating surplus sate at 
current income and using such surplus to repay debt to 
the central bank or the banking system. It can do the 
same by borrowing on the capital market in excess of 


financing requirements. 
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(12) It follows that monetary policy does not 
consist of central bank policy only. It includes that 
part of budgetary policy which is concerned with the 
choice between the financing of Government expenditure, 
in excess of income, from taxation, out of capital 
market- or out of money market-resources. It also 
ineludes that part of debt management policy which is 
concerned with the choice between consolidation or 
deconsolidation of outstanding debt. 

Consequently the responsibility for 
monetary policy cannot be considered to be a responsibililty 
of the central bank only. The responsibility of 
Government will always be involved, also in those cases 
where the Government does not share in ultimate 
responsibility for central bank policy proper. 

(13) The possibility for monetary authorities 
to manipulate to a certain extent the rate of interest, 
as mentioned sub (7,b), is based on: 

(a) the power of the central bank to fix 
the rate at which it is willing to make its own credit 
available to the market; 

(ob). the influence the central bank may 
exert on market conditions by its open market policies; 

(c) the influence the Government may 
exert on market conditions as one of the principal 
borrowers. 

(14) Manipulation of the rate of interest can 
be expected to influence the present or future volume of 


total expenditure in so far as: 
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(a) higher short term rates will tend to 
lessen demand for bank loans; 

(ob) higher long term rates may cause 
certain investment projects to become udatbraertaids 

(c) higher long term rates will depress 
capital values and may for this and other reasons lessen 
the propensity to spend. 

Lower rates can be expected to have an 
opposite influence. On the other hand it has to be 
taken into account that: 

(d) higher short term rates will cause 
shifts from money holdings to near-money holdings, which 
may increase opportunities for financing additional 
expenditure; 

(e) higher rates generally, will tend to 
attract foreign short term and long term capital, which 
will increase opportunities for financing expenditure 
while, at the same time, improving the balance of 
payments. 

(15) The countereffects sub (d) and (e) lessen 
the usefulness of the rate of interest as an instrument 
of monetary policy, except that the combination of the 
effects sub (a) to (c) with the balance of payments 
effect sub (e) may precisely be desired. 

(16) The fact that the restrictive effect on 
total expenditure of an increase in the rate of interest 
may be doubtful does not mean that in case of a tendency 
to over-expenditure an increase of interest rates could 


be avoided. If monetary authorities by quantitative 


e@ .A 


i@necl wosd rel baemsb nearet 


(revivositisny emcsod ct etoeferq tnemteovnt ntetres 
seergeh {ftw aster mired gnel rerigtd (5). Re OK a Mek 


 -|feaeel ancaser weride bag eidt ret Ysm how aeulsv {[sttass 
os “4 


ebnege ct yitansqerq ond 
fis ever ct betoeaxe ed go aeds i roweT” 

od ct asd tt bast verte sdd gO esoneulial ettacqqe 
ctsdd doucoos cfat nowed 

ca esauso Iftw eater mret tercris tengtds»(b) 
doldiw .agnitbied yecem-reen cf agnibled yenom ment attide 
fsnckifbbs xgotonsakt ict eeltinutdicqgqe sasetont yem 
i ered ibasqzes 

cd boned I[Liw .yllerenes aeterx teriaid (9) 
dotiw .fsttqso mret snot bne mredt ducda igterct dostite 
stud tboeqxs gntongatt ct zeliiauineqqe se@getonh LLiw 


‘te gsongeisd add Ssifvorqmt ,emtd omee edd Us ,elitdw 


e 20 nemy sg © 


' negesl (9) bee (b) due etositersdnqucs ont | (ar) 
| Tnomurydent oe as teetetnt tc etex edt to eaeniutsey ent 
eid to mettantdmeo erly ted? tosoxe evolicg yrstencm te 
adnemysq to sonsisd ond atiw (9) ot (#) due etostte 
ebertash oad Vieetoerq yam (e) dua vostte 

ae Jostts evitvetiteet ed ¢edt tos? ent (dL) 
vasteini te edst odd at S@sstoni ne te ext tbnsaxe awe 


v ul ’ 
—|¥onebnet g tc cego ni tert Mpem Joo escb dwttduch ed Ysa 


a 


be 
biuco astsy tasyetnt te s@setont ns extustbneqxs-yeve of 


evitstitnsup yd aettirordtus Yistencm TL .bebteve sed 


|| Od phat Leta ietet mess -srcdaceengiie ia) (sr) 
he: | 


° S80eo lsu setet mist ancl tedeide (d) osbuc te Se 


Nethercut &é Young 


Terente, Ontario 


measures put a limit to the possibilities of inflationary 
financing, the excessive demand for credit is bound to 
lead to a rise in interest rates. 

Such rise, which could only be avoided by 
satisfying the excessive demand for credit, should not 
be confounded with the rise of interest rate induced by 
way of policy measure. It would be none but the 


unavoidable consequence of market conditions. 


The relationship between monetary policy and other 
_ instruments of policy 


(17) Having set forth what I believe to be the 
main objectives and the main implements of monetary 
policy, I may now revert to the question of the 
relationship between the aims of monetary policy and 
those of other economic and financial policies. 

The aims of general economic policy 
comprise a large number of subjects, partly economic or 
social goals in themselves, partly conditions considered 
to be essential for the proper fulfilment of the ultimate 
goals. Among the ultimate goals I would mention in the 
very first place bp comedy tackles ace of wealth, a goal 
that comprises the secondary goals of full employment 
and satisfactory crowth. The latter subject brings in 
the problem of choice between maximalization of present 
or of future wealth, clearly a problem with partly 
political aspects. Among the ultimate goals one may 
also reckon a fair distribution of income, a harmonious 
occupational distribution, a larger or smaller degree of 
collective provision and of public ownership, and other 


desiderata of a social-political character on which 
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differences of opinion are obviously possible. 

Not among the ultimate goals, but among 
the conditions considered to be essential for their 
fulfilment, we find the double objective of monetary 
policy, viz. the maintaining of the stability of prices 
and of the equilibrium of the balance of payments. 

(18) It is exactly this fact, that the main 
objective of monetary policy is the establishment and 
maintenance of conditions that are in the long run 
essential to any economic system and that are neutral 
in respect to the pursuit of any of the possible 
ultimate goals of social-economic policies, that sets 
monetary policy apart from other instruments of policy, 
such as budgetary and fiseal policy, wage and price 
policy, foreign trade and agricultural policies, and 
others. Most of these other instruments of policy 
either affect the distribution of income or the 
direction of expenditure. It is monetary policy alone, 
that is interested in the level of income and expenditure 
only, and not in its composition. This is, no doubt, 
the reason why, to such a large extent, the management 
of monetary policy can be delegated to a non-political 
authority: the central bank. 

it otvesuant this does not mean that in the 
short run the objectives of monetary policy may not 
occasionally come into conflict with other political 
aims. We will have the opportunity to discuss examples 
later. -It does mean, however, that in the long run the 
objectives of monetary policy, just because of their 


neutrality in respect toother aims, will have to prevail 
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(19) . : A word might be said, in this connection 
a bout the relationship between monetary policy and growth 
The determinants of growth are still somewhat contro- 
versial. Underemployed resources, level of education, 
organizational capacity, industrial know-how, saving 

and investment, they all have to play their role. There 
is nothing monetary policy can add to these conditions. 
But it is all important that once the process of growth 
has started monetary policy should take care that the 
internal creation of money will be sufficient to satisfy 
the growing cash requirements that will be inended by 

the rise of dure: income. If not, these requirements 
will have to be met out of balance of payments padivens 
which may cause a disturbance of international relations, 
er, OLf ad dncibe do.not allow for a surplus, the lack 

of response of the monetary sector will constitute a 


drag on potential growth. 
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Question 2: 


What methods does your bank employ to judge the 
appropriateness of its monetary policy in prevailing 
economic and financial circumstances? 


The indicators of desirable monetary action 


(20) It should be raved at the outset that there 
exist long periods during which couetaey policy 
generally, and central ‘agi policy particularly, do 
not need to be spectacularly active because deviations 
from the ideal situation of reasonable stability of 
prices, balance of payments equilibrium and reasonably 
full employment are not of such a magnitude that 
corrective monetary measures seem to be indicated. 
During such periods monetary policy can limit itself 
to taking care that no developments occur that might 
impede the control of future disturbances. 

(21) Circumstances in which corrective monetary 
action is clearly indicated are: 

(a) periods of boom and cepa pax nity 
of rising costs and rising prices, during which the 
balance of payments shows a deficit; 

(b) periods of recession and underemployment, 
during which the balance of payments position is 
satisfactory. 

Circumstances, on the other hand, in which, 
even though action might be indicated, monetary policy 
is faced with serious dilemmas are: 

(c) periods of boom and over-employment, 
during which the balance of payments shows important 


surplus, or at least, is not unsatisfactory; 
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(d) periods in which recession and under= 
employment coincide with balance of payments deficits. 
-(22)- The Netherlands went through experience 
| (eda dubink the Korea-boom of 1950 to early 1951, and 
again in the period 1956 to early 1957. They went 
through experience (b) in 1952, and to some extent in 
1958. They finally Lived through a rather prolonged 
period of experience (c) during the years 1960 to 
1962, They never found themselves, since the last war, 
in position (d). 
(23) In the periods mentioned above central bank 
policy has always been of an anti-cyclical character. 
In the periods 1950/51; 1956/57 and 1961/62 credit 
restrictive measures were taken and the Bank's discount 
rate was increased. In the years 1952 and 1958 
restrictive measures were discontinued and the bank 
rate was reduced. The Government took strong 
compensatory actions in the years of foreign exchange 
erisis 1951 and 1957. Programmes of retrenchment 
of expenditure and increase of taxation, designed to 
stop inflationary developments that had occurred in 
the years before, were introduced in both years. 
Though highly effective in the years of introduction, 
it cannot be denied that these programmes by their 
after-effects added to the recessive tendencies that 
prevailed in the years 1952 and 1958. A compensatory 
monetary policy was also followed by the Government 
in -the years 1960 to 1962, not, however, by cutting 
expenditure, but by delaying planned reduction of 


taxation and by long term borrowing in the capital 
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market in excess of financing requirements. 

(24) - In judging the appropriateness and efficacy 
ofi its own and of Government's monetary policies the 
central bank has, of course, to keep in mind the 
characteristics of the period under review and the 
limitations hence created to exerting an observable 
influence on developments. 

In the periods clearly indicated for positive 
monetary action the Bank will turn to the usual monthly 
indicators of economic behaviour to judge whether 
developments move into the desired direction. It will 
especially give attention to (a) industrial production, 
(b) employment, (c) foreign trade, (d) prices and wages, 
and finally, to the one indicator that comes available 
daily: (f) the movement of foreign exchange reserves. 

On the other hand the Bank will not only look at results, 
but also at factors that are indicative of direction and 
force of the monetary influences that are being exerted 
such as: (g) the course of Government finance, (h) the 
development of the banking system's loans and investments 
and (i) the movement of the rates of interest on money 
and capital markets. It will, as an indicator of the 
monetary leeway still available, give attention to 

(j) the liquidity situation of the banking system and 

to (k) the volume of liquidity, i.e. of money and near- 
money available to the economy. Finally, as an important 
indicator of potential future developments, it will give 
close attention to (1) the forecasts of the Central 
Planning Bureau, a Government agency, that has the 


function of analysing current economic developments, 
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of making estimates of the likely consequences of 

policy decisions, and of forecasting future developments 
generally. 

(25) In a country like the Netherlands, with 

a turnover in foreign trade (and services) equal to 
national income, the balance of payments is a particularly 
sensitive indicator of internal over=- or underexpenditure. 
The marginal proportion of any increase or decrease of 
total expenditure that will show up in larger or smaller 
imports will always be very great. 

This situation is very helpful in making 
monetary policy effective in a period of internal 
overexpenditure. For the balance of payments deficit 
that is likely to ensue will drain the liquidity of both 
the economy itself and: of: the banking system and will 
thus tend to strengthen the impact of any restrictive 
measures taken by the monetary authorities. 

(26) A particularly important direct indicator 
of the efficacy of especially central bank policy iss 

of course, the development of the pee system's 
active operations, i.e. of the sum total of its loans 
and investments, as this magnitude will largely determin 
the volume of the possible additions to the flow of 
total expenditure, the control of which is monetary 
policy's purpose. 

In the Netherlands the central bank nee 
in periods of actual or threatening overexpenditure, 
set quantitative limits to the expansion of the banking 
system's loans. Presently, for example, the banks 


are allowed to increase the volume of their loans by 
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not more than one half of one percent per month. In 
case this percentage is exceeded special non-interest- 
bearing deposits have to be made with the central bank 
to the amount of such excess. The extent to which the 
limits set by the central bank are complied with forms, 
of course, an important direct measure of the efficacy 
of the central bank's policy. 

(27 ) A factor which has always had the particular 
attention of the Bank in judging the efficacy of 
present policies, but also, and perhaps still more, 

in gauging the potential threat to future monetary 
equilibrium, has been the state: of liquidity of the 
economy, aS measured by the ratio between the total 
mass of money and near-money in hands of the public 

at large and national income. 

By near-money, or, to use rather the more specifi 
term, by "secondary liquidity", is meant the sum total 
of short term claims - other than money proper, i.e. 
currency and demand deposits subject to check or 
girotransfer - on the banking system and on the Govern- 
ment, that are being used by the business community as 
a liquidity reserve. Thus defined secondary liquidity 
comprises essentially time deposits: with the banking 
system and short term Government paper held outside 
the banks. The main characteristic: of this group of 
short term money claims is that, in case of massive 
withdrawal, the claimants can, for all pPactical 
purposes, compel the debtors to take recourse to money 
ereation in order to settle their debt. For the 


banking system this recourse simply takes the form of 
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crediting sight deposit accounts against debiting time 
deposits; for the Government it means falling back on 
the banking system or on the central bank which, under 
the assumed circumstances, will hardly be able to refuse 
accommodation. In this respeet there exists an essentia 
difference between secondary liquidity and other supposedly 
liquid claims and assets, which can only be turned into 
eash in so far as the debtor holds liquid reserves or 
has the possibility to borrow in the market, or in so 
far aS a substitute holder of the asset can be found. 
Experience in the Netherlands has shown that 
the ratio of money plus secondary liquidity to national 
income varies within rather narrow limits, though with 
rising or falling short term interest rates there may 
be shifts between the proportion of money and of 
secondary liquidity in the total. Roughly the mass of 
liquidity amounts to about 45 per cent of national 
income with money constituting somewhat less than two 
thirds and secondary liquidity somewhat over one third 
of the total. In periods of internal overexpenditure 
and balance of payments deficit the total has gone down 
to 41 per cent, in periods of recession and/or of 
balance of payments surplus a ratio as high as 47 per 
cent has been reached. Higher figures occurred only 
in the years of repressed inflation of the late forties 
and in the very early fifties. A high ratio thus gives 
an indication of the potential loss of foreign exchange 
that may result from contraction of the mass of liquidity). 
It has been the constant policy of monetary 


authorities in the Netherlands to prevent the mass of 
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liquidity to be built up above a reasonable minimum 
which the economy clearly wishes to hold. For that 
reason the Government has, in the last decade, in 
principle abstained from financing any part of budgetary 
expenditure by short term borrowing, thus leaving the 
necessary creation of liquidity in proportion to real 
growth to the banking system's lending to the private 
sector. It has, moreover, in periods of excess liquidity 
as the country has recently experienced in consequence 
of balance of payments surplus, proceeded to reduce 
liguidity by borrowing on the long term market: for 
repayment of external debt and for consolidation of 
internal short term debt held by central bank and 
banking system. 

(28) In view of the specific characteristics 
attached to the secondary liquidity holdings of the 
economy the Netherlands Bank considers the financing 
of expenditure out of creation of secondary liquidity 
just as much as an inflationary form of financing as 
its financing out of creaton of money. 

It is true that the inflationary effect of 
such financing, that means its effect on the volume of 
total expenditure - which effect, according to circum- 
stances ('), may or may not be desired by monetary 
authorities - may be compensated ad hoc by a spontaneous 
withdrawal of money out of the current flow of gross 
income by the business community. Even so, that with- 
drawal may prove to be of only a temporary nature. 

Very easily, however, the addition to the 


mass of secondary liquidity may come out of the activatio 
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of existing cash resources, and may then mean an increas 
in the velocity of circulation of money, with no 
compensating effect on the volume of total expenditure 
at all. Or it may enforce a switch from time deposits 
to sight deposits with the banking system, which would 
mean a creation of money in which the banking system 
would only play a passive role. 
The Netherlands experienced a bad case of 
this type of inflationary financing when in 1956/57. 
the municipalities, finding the capital market 
exhausted, financed continued investment expenditure 
by placing short term bills in the money market, which 
were readily taken by corporate business ad financed 
- out ma the liquid reserves the latter had been holding 


with the banking system. 


(*) The term "inflationary" as used in this 
connection has therefore no derogatory 
connotation. It simply means: "increasing 
the volume of total expenditure”. 
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Question 3: 

What, in your view, are the limitations of monetary 
policy? 

Limitations of monetary policy 

(29) When speaking about the limitations of 
monetary policy one should distinguish, in my opinion, 
between the limitations that rightly must be set to the 
range of objectives of monetary policy, and the 
limitations monetary policy has to face in trying to 


achieve these objectives. 


(30) The answer to the first question has already 
been given in my reply to question (1), from which it 
appears that I believe that monetary policy must not be 
asked to aim for more than for establishing and 
maintaining conditions of internal and external monetary 
equilibrium, i.e. the conditions that in the long run 
are RENN cunaunive to the realization of full employment 
and of sustainable growth. 

It should not be used, and for practical 
purposes can hardly be used without ultimately betraying 
its true objectives, as an instrument to achieve a 
fairer distribution of income, a more preferable 
distribution of expenditure or a more rapid rate of 


growth, 


(31) As to the limitations monetary policy 
encounters in the pursuit of its proper objectives, I 
think it is useful to distinguish between three types, 
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(a) limitations of an institutional 
character, 


(b) limitations of an operational 
character, 


(c) limitations due to contradictions 
of purpose. 
(32) Limitations of an institutional character 
can be due to the institutional traditions of a country 
or to rules and regulations set by law or Statute, 
limiting the field of action or the instruments of 


policy of monetary authorities. 


It would certainly go beyond the scope of 
this memorandum to try to give an exhaustive survey of 
all possible limitations of this type. They become 
apparent whencomparing the differences of law and 
tradition between one country and the other. As an 
example of different institutional traditions one might 
mentions 
(a) whether the market has an automatic access 
central bank credit, as in the United Kingdom, or only 
by way of privilege, as in the United States; (b) 
whether the banking system follows hard and fast rules 
of liquidity = and cash - ratios as in the United 
Kingdon, or does not; (¢c) whether a country knows 
clear functional separations between money market and 
capital markets and between deposit banks and saving 
banks or does not. As examples of legal differences 
one might think of: (d) whether the central bank has 
or has not the power to finance Government directly; 


(e) whether the central bank can or cannot give 
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directions to the banking system for the conduct of their 
(reserve requirements, credit ceilings, etc.); and (f) 
whether the Government is or is not subject to limitation 


‘as to interest policy and volume of debt. 


(33) Limitations resulting from law and 
tradition will not make monetary policy impotent. They 
may, however, be rather frustrating and they certainly 
mean that in different countries different techniques 
have to be followed to accomplish comparable aims. 

The limitations set by tradition are usuall 
difficult to overcome. Yet, they may be utterly 
important, as they may for example, be decisive for the 
possibility of choice between being restrictive by 
limitation of accommodation, or only by increasing 


diseount rates. 


Limitations of law have a slightly better 
ehance of disappearance. Laws, after all, are sometimes 
changed, and these changes can be helpful, by the 
introduction of new techniques, in creating possibilities 


to bypass the limitations set by tradition. 


For the benefit of the efficacy of 
national monetary policies and for the benefit of 
constructive international monetary cooperation, it must 
be hoped that future legislation will give monetary 
authorities the widest possible choice of instruments 


to be used in the pursuit of their task. 


(34) It is particularly central bank policy 


that is subject to limitations of an operational characten. 
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Central banks and the banking system are, after all, 

not in the business of spending and investing themselves, 
but only in the business of making, indirectly or directl 5 
credit available to the business community and to the 
Government. The intiative for expenditure has to be 
taken by the borrower and the central bank can hardly 

do more than making credit tighter when demand is large 
and total expenditure is on the increase, or making 
credit easier when demand slackens and total expenditure 
tends to fall. Central bank policy can therefore only 

to a limited extent be of a truly compensatory nature. 

It can, in a boom, choke off the increase of expenditure; 
it can, by doing so, even force expenditure down below 
the inflationary level to which it had, by the use of 
bank credit and activation of idle liquidity, risen in 
the period before. But it cannot, for all seabirds 
purposes, bring total expenditure down by actually 
reducing the volume of bank credit during a boom, or 
bring it up by actually increasing the volume of credit 


during a recession. 


It is true that, in theory, it would be 
conceivable that a central bank might dispose of an open 
market portfolio of such magnitude and such composition 
that it could sell during the upward phase of the cycle, 
sufficient paper to draw an appreciable part of current 
Savings out of the market, thus depriving the private 
sector of means of finance and forcing it to a cut of 
expenditure. Practically, however, such a policy can 


only be followed by Government. Likewise, only Governmen 
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has the power to cut or to increase its own expenditure 
in order to compensate for fluctuations in expenditure 
by the private sector, or to increase or decrease 
taxation with the same purpose. 

In this sense it is only Government policy that 
can be fully compensatory. Central bank policy must 
limit itself to creating the conditions in which over= 
expenditure will automatically come to a stop because 
it has exhausted the possibilities of inflationary 
financing on which it feeds itself. It must also, 
in periods of underexpenditure limit itself to creating 
the conditions most conducive to recovering. I believe 
that central bank policy has the greatest peasibiiusies 
of success in the first-named perisd, and Government 
monetary policy in the second one. The best results, 


however, will ensue when the two cooperate. 


(35) The limitation of monetary policy that can 
haunt authorities most is no doubt the one which mabe 
from the impossibility, under certain cupodavhandet: of 
taking measures that will simultaneously tend to fulfill 
the three equilibrium conditions implied by the 
Gefinition of the sbjective of monetary policy, as given 
in paragraph (1), viz. price stability, balance of 
payments equilibrium and full employment. 

For the authorities such impossibility may 
create a most vexing contradiction of purpose: they 
must ultimately decide to give precedence to either 
one or the other part of their joint objective. The 
causes of such a situation may find their origin abroad 


or at home. 
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(36) The classical case in which the causes of 
disturbance come from abroad is that of a country that 
by itself enjoys conditions of perfect internal equilibrium, 
but that is being faced by a balance of payments surplus 
(or deficit) resulting from an increased (or decreased) 
export demand which is clearly caused by inflationary 
(or deflationary) conditions abroad. Usually such 
country will just have to ride out the storm and to absor 
the disagreeable consequences, in the expectation that 
the countries where the monetary disturbance originated 
Will take the proper measure of rectification. But if 
the disturbing condition continues too long, the 
moment may come when authorities have to choose between 
trying to maintain the internal value of their currency 
by changing the exchange parity, or maintaining the 
exchange rates but giving up ts. strive for internal etiee 
stability. 

Some of the devaluations of the thirties and 
of the re-valuations of the period just after the war 


may well be attributed to this dilemma. 


(37) A more subtle case of monetary disturbance 
coming from abroad is the one in which the country which 
originally found itself in an equilibrium condition is 
faced with a balance of payments surplus due to (a) in- 
creased exports caused not by inflationary conditions 
abroad, but rather by shifts of demand in international 
trade or by (b) an inflow of foreign capital. 

The difference with the situation discussed in 


the previous paragraph is that from a world point-of-view 
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there is no question of a monetary disturbance at all. 
This is not the case of an increase in total expenditure 
made possible by inflationary financing, but of a shift 
in expenditure for goods and services in the private or 
in the Government sector from spending in one country to 
spending in another one. The fact of the matter is, 
however, that these shifts present themselves from the 
National point of view as monetary disturbances because 
surpluses and deficits in the balance of payments 
automatically mean that much creation or cancellation 
of money. In the case just mentioned it will be observed 
that in some other country or countries the reverse 
phenomenon occurs, viz. a balance of payments deficit 
due to increased imports of goods and services or to an 
inflow of capital. One will also find that this balance 
of payments deficit - stherwise than one caused by 
monetary inflation at home - is accompanied by a falling=- 
off of total expenditure in the home market and, as a 
consequence, by generally recessive conditions. 

It will easily be seen that the described 
situation aie many respects characteristic of the 
relationship that has, for the last few years, existed 


between continental Europe and the United States. 


(38) In the situation to which the previous 
paragraph refers monetary authorities in the surplus 
sath ere Will be inclined, in defense of their internal 
equilibrium and of the purchasing power of their 
monetary unit, to take restrictive measures. In the 


deficit country on the other hand, especially so long 
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as the reserve situation does not look too disturbing, 
they will be disposed to follow an expansionary monetary 
policy, in order to correct the drop in home demand and 
to counteract the tendency to underemployment. Thus, 

on both sides, policies may be followed that can only 
serve to prolong and perhaps even to reinforce the 
balance of payments problems that both parties have to 


face. 


(39) The answer to the authorities’ dilemma is 
that the situation does not ask for this type of monetary 
action at all. One cannot correct by deflationary or 
inflationary measure a disturbance that fundamentally 
has no monetary pecan and, aS we have already seen, 
the present one has not. If the shift of demand - or 
the movement of capital - that caused the balance of 
Payments problem is of a temporary nature only, monetary 
reserves will have to absorb the uj timate net effect. 

If the shift is of a permanent character an Soaptatiae 
in the cost relationships between the surplus and the 
deficit countries will have to create a new situation 

of trade equilibrium. 

This adaptation may come from the slow 
process of increases in unit cost in the surplus country 
- which unavoidably will bring some drop in the 
purchasing power of money - and from some decrease in 
unit cost in the deficit country. It may also come from 
a change of parity on either side. This means that the 
‘eine Solution will force monetary authorities to either 


sacrifice the internal, or the external value of their 


monetary unit. 
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(40) The shift of demand in international trade 
discussed in the previous paragraph need not be a 
spontaneous one. It may be the reaction to preceding 
differential cost developments between countries and 
more specifically to increases in labour cost that 
outstrip increases in productivity, either in a country 
generally, or in the important export industries of a 
country. It is also conceivable that such increases 

in labour cost lead not only to shifts in international 
demand, but also to shifts in national demand, thus 
creating partial unemployment. 

It will be well to remember that also this 
phenomenon of "cost-inflation" or "wage-inflation", as 
it is often referred to, is beyond the reach of monetary 
policy to rectify. The price increases it may bring 
cannot be corrected by a wes tei dbive policy without 
creating more unemployment. Nor can the unemployment 
be corrected by an expansionary policy without creating 
more balance of payment troubles. 

Monetary policy is not and cannot be a cure- 
all. Its true limitations are that it is an instrument 
of policy which should be used neither for more, nor for 
less, than for preventing, as far as possible, and for 
correcting if need be, disturbances of a monetary nature 


only. 
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Question 4: 

What are the responsibilities of your bank in setting 
the objectives of, and executing, your government's 
debt management policy? To what extent do you believe 


debt management policy and monetary policy must be 
closely, if not entirely, linked together? 


Debt management 
(41) The technical scope of debt management in the 
Netherlands is more restricted than in the Anglo-Saxon 
countries. The main reasons are that 

(a) Government follows the rule not to 
finance budgetary expenditure with money market resources 
Consequently net money market operations are, generally, 
restricted to taking care of seasonal fluctuations in 
Government income and expenditure; and that 

(b) Government borrowing on the capital 
market, generally, takes the form of issuing 25 to 40 
year loans, repayment mgs takes place by redemption 
spread over the life time of the loan. Consequently 
there are very few loans with fixed maturity and long 
term loans therefore do not gradually become money 


market material. 


(42) As a consequence of the condition mentioned 
above sub (b) there exists a clear separation between 
what is considered the Government's short term debt 
(treasury bills and treasury notes) and its long term 
debt (mainly bonds) and also between the money market 

and the capital market. The commercial banks do not 
operate, generally, in the bond market. The only form 

of long term Government paper they hold to any important 
extent consists of 1,200 million guilders of 8, 10 and 12 


year treasury certificates created in 1954 by way of 
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eonsolidation of short term debt in the hands of the 
banking system, and only negotiable between the banks 
themselves. (The 1962 maturity of these certificates 


Was prolonged for another 10 years.) 


(43) Operations of a debt management character 
that might occur under conditions presently prevailing 
in the Netherlands are: 

(a) increasing long term debt in order to 
finance budgetary expenditure; 

(b) inereasing long term debt in order to 
repay short term debt, or, at any rate, to sterilize 
the proceeds; 

(ec) inereasing long term internal debt in 
order to repay foreign debt; 

(d) repayment of long term debt out of 
current income; 

(e) repayment of long term debt out of 
increases in short term debt; | 

(f) inerease of short term internal debt 
to repay foreign debt; 

(g) repayment of short term debt out of 
eurrent income; 

(h) manipulation of the average maturity 


of the short term debt. 


(44) From the point of view of monetary policy 

I consider the transactions mentioned above sub (a), 

(d) and (f) as neutral, as they generally will not affect 
the internal expenditure/output relationship. It is 


assumed that capital market resources will ultimately 
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find their way into investment. The Government's 
activity on the market may somewhat speed-up or slow-down 
this process, but will in the end only affect the rate 

of interest and not the volume of expenditure. There 
may, however, be an indirect influence, through the rate 
of interest, on the balance of international capital 
movements. The transaction sub (f) will likewise tend 
to leave the internal demand/supply relationship 
undisturbed, but will, of course, affect the foreign 
exchange reserves held by the authorities or by the 


banking system. 


(45) The transactions mentioned in paragraph 43, 
sub (b), (c) and (g) are clearly of a deflationary, or 
rather of a counter-inflationary, character, as they 
tegd to reduce actual or potential expenditure by taking 
money out of the flow of savings ((b) and (c)), 
respectively straight out of the flow of income ((g)), 
or out of an existing stock of excess liquidity, witnous 
these proceeds being fed back into the flow of expenditure. 
The Netherlands Government has repeatedly 
made use of these techniques to compensate inflationary 
pressures, as for example in the late forties to 
eonsolidate still existing excess liquidity, and in the 
periods of 1953/55 and 1960/62 to compensate the 
influence of inflow of foreign capital and excessive 


export demand. 


(46) This leaves us to account for the trans- 


actions mentioned in paragraph 43, sub (e) and (h). 
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The first one is clearly of an inflationary, 
or reflationary, character. Tes so far never been 
made use of in the Netherlands. Conceivably it might 
be part of a reflationary programme in a period of 
serious recession. 

Transaction (h), the manipulation of the 
average maturity of the short term debt, must be 
considered as having a potential indirectly bearing on 
the expenditure/output relationship, inasmuch as it 
Will affect the liquidity situation of the banking 
system, and, to some extent also of the private sector 
of the economy generally... In the Netherlands it takes 
the form of influencing the average maturity of the 
outstanding volume of treasury bills, which usually 
run from three months to one ne and treasury notes 
usually running oe 2 years to 5 years. This short 
term Government paper constitutes the main investment 
opportunity on the money market. A large part of it 


is being held by the banking system. 


(47) The responsibility for debt management as 
far as the operations of the Government are concerned, 
lies with the Government, who acts not through the 
Bank, but een its own agency in Amsterdam. 

The Bank, however, has a responsibility of 
its own for buying or selling Government paper for, 
respectively out of, its own portfolio. The Bank 
will transact these operations for reasons of monetary 


policy only. It has the authority to operate in the 


long term market as well as in the short term markets 
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but has, so far, only operated in the money market. 
The Bank advises the Government with respect 
to the Government's operations. It will not operate 


itself without previous consultation with the Government. 


(48) Debt management, when defined in the broad 
ease used in the foregoing paragraphs, and therefore 
including not only the management of existing debt, but 
also the increasing or reducing of debt, embraces all 
the activities of Government of a monetary nature, viz 
the creation and cancellation of money and near-money 
and the exerting of an influence on the rate of interest. 
It therefore includes the very essence of what I have 
called previously monetary policy of the Government. 
It must be clear, therefore, that I indeed 
believe debt management, for that part of it, to be 


entirely linked together with monetary policy in general. 
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Question 5a: 


Could you elaborate for this Commission your analysis of 
the ways in which the various techniques of monetary 
eontrol are made effective? 


Techniques of monetary policy 
(49) The instruments of policy the Netherlands 


Bank has at its disposal to make its monetary control 
- effective are: 

(a) discount policy; 

(b) open market policy; 

(c) variation of cash reserve requirements; 

(d) the giving of directions to the banking 

system. 

(50) The use of discount policy has two aspects, 
viz. (a) the fixing of the rate of interest at which 
the Bank's credit shall be available, and (b) the 
willingness of the Bank to admit borrowers to its 
facilities. 

Though by tradition the rate of interest 
ofateed by the banking system for its loans is for a 
large part linked to the official discount rate, the 
significance of the latter rate in determining the 
volume of credit available to the economy should not 
be overestimated. Experience does not show the demand 
for credit to be very sensitive to the price and the 
variations in the discount rate are not necessarily 
linked with changes in the availability of credit to 
the public. The banking system is not usually indebted 
to the central bank, and when it is not, the bank may 
have to use other means than the control of the price 


and the availability of its own credit to exert an 
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influence on the volume of credit. 

(51) Nevertheless there are occasionally periods 
- Gduring which the market has to take recourse to the 

Bank. For such periods it is important that the Bank 

takes the view that in use of its facilities is 

not a right, but only a privilege that can be made use 

of only temporarily. Thus, once the market has recourse 

to the Bank, the latter can exert a direct control on 

the volume of its credit. 

This also gives the opportunity of making 
special conditions. In 1957, for example, the Bank 
announced penal discount rates for banks that might 
have exceeded certain limits of credit expansion. Like- 
wise in 1957 it made facilities to the savings banks 
dependent upon their not making any further investments, 
as long as they were indebted coitus Bank. Finally, 
the discountability of short term paper of local 
public authorities is made dependent upon the volume 


of their short term debt. 


(52) The automatic availability of the Bank's 
credit to the Treasury is limited to an interest-free 
debit, margin of 150 million guilders. The Bank is free 
to buy treasury paper from the market or from the 
Treasury directly. There exists an understanding between 
the Treasury and the Bank that the latter cannot be 
expected to accommodate the Treasury for the purpose of 
financing HERE spi ret On the other hand the 
Bank has been willing in many Seon to finance the 
Government for other purposes, such as repayment of debt 


to the money market. Likewise the Bank has been willing 
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1|- to finance the Treasury for drawings of guilders by the 
2 International Monetary Fund and occasionally for re- 


3 payment of other foreign debt. 


; (53) In principle the Bank is in a position to 
; exert an influence on the liquidity of the banking 
; system by its open-market-policy. In practice there is 
; not much room for this policy, as the open market 
: portfolio of the Bank is small - presently about 250 
| million guilders and consists mainly of paper with a 
"| maturity of less than one year. For this reason the 
=I open market portfolio has mainly been used in the last 
: . few years to maintain orderly conditions on the money 
is market and to buffer fluctuations in the cash liquidity 
14 
of the banks. 

15 

The fundamental cause of the limited volume 
si of the open market portfolio is to be found in the fact 
. that the gold and foreign exchange reserves the Bank 
al holds, though not representing more than about Pies 
es months’ imports, are about equal to the banknote 
im circulation increased by the average credit balance of th 
iy Government. This situation leaves only limited room for 
" holding other assets. 
Ze 
24 (54) It was this same circumstance that has led 


25 in 1954 to the introduction, by gentleman's agreement 

26 between the Bank, the commercial banks, the agricultural 
27: credit banks and the postal giro-system, of the system 

28 of obligatory cash reserves. According to this agreement 
29 the Bank, taking into consideration the fluctuations in 


30|| the foreign exchange reserves and the causes thereof, wil 
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determine monthly the percentage of cash reserves in 
proportion to deposits the banks shall hold on a non- 
interest weatins account with the Bank. The percentage 
shall not exceed 15. It presently amounts to 8. An 
increase in foreign exchange reserves, which would be 
accompanied by an increased liquidity of the banks, would 
lead the Bank to increase the reserve ratio. A drop in 
exchange reserves, provided it would not be caused by 
excessive credit expansion by the banks, would lead to 

a reduction of the reserve ratio. 

For all practical purposes the obligatory 
cash reserves act as an extension of the Bank's open 
market policy. Reserve ratios have occasionally been 
changed for purely internal reasons with no relation 


to fluctuations in the exchange reserves. 


(55) The Act on Supervision of the Credit System 
of 1956 authorizes the Bank to give credit institutions 
general directions for the conduct of their business if 
it deems this necessary in carrying out the task laid 
upon it in Art. 9 of the Bank Act of 1958, i.e. its task 
of regulating the value of the monetary unit. Such 
directions may contain provisions regarding: (a) minimum 
liquidity ratios, (b) maximum extent of loans or 
investments, and (c) prohibition or limitation of 
specified types or forms of credit. Such directions 

can be given either in agreement with the representative 
organizations of the group of credit institutions 
concerned, or without such agreement. In the first case 


they are immediately effective; in the latter case they 
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first need the approval of the Minister of Finance. 
Moreover, within three months, a bill will then have to 
be introduced in parliament, confirming them. 

When, in 1959, aS a consequence of large 
balance of payment surpluses the liquidity of the 
banking system became such that it would no longer be 
possible for the Bank to effectively curb, in case of 
need, a credit expansion by means of its open market 
and eash reserve policies, the Bank started consultations 
with the representative organizations of the commercial 
banks and of the agricultural credit banks. These 
consultations led, in 1960, to an agreement, giving the 
Bank the power to direct the banks to limit credit 
expansion in relation to an agreed basic period, under 
penalty for the individual banks of having to deposit 
with the Bank an amount maximally equal to any individual 
transgression of the admissible ceiling provided that alsjo 
the collectivity of the banks would be in infringement. 
In the summer of 1961 limits to credit expansion were 
actually introduced. Since January 1962 the established 
ceilings are being transgressed and 100 per cent deposits 
are being made. 

It is believed that the described technique 
Will enable the Bank to curb credit expansion even though 
the liquidity of the banks and the volume of their foreig 
assets would make them insusceptible to normal central 
bank pressure. It is too early, perhaps, to finally 
judge the merits of the technique, but there seems to 
be no doubt that during the past year it has appreciably 


affected the banking system's credit policies. 
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(56) The Bank so far has not made use of its 
power to give the banking system directions regarding 
liquidity ratios or regarding limitation or prohibition 
of specified types or forms of credit. It has, however, 
made use of moral suasion in this direction, as when, in 
1957, it asked the banks to limit their loans to the 
municipalities which at that time were financing 

investment hs short term borrowing, and when, in 1955, 
it requested the banks to reduce their lending for 


investment purposes and hire-purchase financing. 


(57) The paragraphs 49 to 56 having exhausted 

the subject of the techniques of central bank monetary 
policy, your question might now lead to a discussion 

of the techniques of Government monetary policy. It 

would seem to me, however, that further elaboration on 
this subject, after what has been said on the subject 

of debt management in the paragraphs 43 and following, is 


no longer necessary. 
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Question 5b: 


To what extent do you believe that the monetary 
authorities must have control over the so-called 
"near banks” in countries where these institutions 
are becoming highly developed? 


The monetary significance of near banks 


(58) In the Netherlands the Act on Supervision 

of the Credit System of 1956 brings all credit institutions 
under supervision of the Netherlands Bank. By credit 
institutions the Act means: commercial banks, 
agricultural credit banks, geaunity credit institutions 
and general savings banks. By commercial banks it means 
all corporate bodies, partnerships and physical persons 
that to.a substantial extent make it their business to 
accept monies on deposit for their own account, and to 
grant credits for their own account, with the exception 
of the agricultural credit panics and the security credit 
institutions, which are separately defined. By general 
savings banks the Act means all corporate bodies which 
devote themselves exclusively to the promotion a ye? 
and with that object accept monies on deposit. 

The system of the Act means that, practically), 
all deposit receiving institutions come under the control 
of the Bank and that no such institution could escape 
control if it also grants. credits to a substantial 
extent. Finance-companies and building sSeidtes do 
not finance themselves in the Netherlands with deposits 


but only with fixed loans. 


(59) The Bank, according to the Act, can give and 
actually has given, to all the institutions under its 


supervision directives for the conduct of their business 
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in the interest of the solvency and liquidity of the 
said institutions. It also can give them, as I have 
already mentioned in paragraph 55; directions for reason 
of monetary policy. 

The fact of the matter is, however, that so 
far the Bank has given such monetary directions only 
to the banking system. It has not found it necessary 
to extend them to the savings banks, because it has 
not believed the savings banks to exert any appreciable 
monetary influence. The monies deposited with these 
banks can generally be considered to actually represent 
spontaneous private savings; they are only to a small 
extent just temporarily idle cash balances. 

Nevertheless the Bank has observed instances 
where savings - banks have been extending facilities to 
their depositors which tended to give the savings 
deposits the character of cash balances. Such facilitie 
have been accompanied with an appreciable increase in 
the velocity of turnover of such deposits. The Bank is 
closely studying this situation. It might consider for 
reasons of monetary policy to subject institutions where 
such facilities are given to more severe prescriptions 


than other savings banks. 


(60) It would seem somewhat rash to jump, on the 
basis of Netherlands experience only, to policy 
conelusions about a country with a very different 
situation. Yet, I believe that the following consid- 
erations are pertinent to the Aden whether "near 


banks" should or should not be brought under control of 
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monetary authorities: 

(a) As long as the monies deposited with 
so-called "near banks" can be supposed to essentially 
represent spontaneous private Savings only, their 
monetary influence can be discounted. It is true that 

even then they may have some stimulating influence on 
the velocity of circulation of money - namely in so far 
aS deposits do not originate from current savings but 
from hoards of money representing old savings - but this 
factor may safely be neglected. 

(b) As soon as the facilities, or the rates 
of interest, offered by these institutions, make it 
likely that the white deposited with them do not 
represent real savings, but to a large part consist of. 
temporary cash balances, previously held in the form of 

money in order to buffer the discrepancies between 
receipts and expenditures, their stimulating influence 
on the velocity of circulation of money may become 

important. In that case their activities assume a 
monetary character. 

(c) This will especially be so, when the 
deposits, received by these institutions, do not come 
from private persons only, but when the institutions 
accept corporate deposits also. 

(d) A useful indication of the monetary 
Significance of the institutions concerned might be 
found in the velocity of turnover of their deposits, 
or of any special group of their deposits. I believe tha 
any yearly velocity of turnover in excess of unity should 


be looked upon with suspicion. 
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(e) It must be taken into consideration 
that any credit structure, based on borrowing short and 
lending and investing long, is liable to the risk of 
liquidity crisis. In case of a vaquidda.ty crisis it is 

only the central bank that, as lender of last resort, 
ean offer solace. It Would not be reasonable to expect 
the central bank to assume any responsibility for a 


rupture in a liquidity setup on which it would never 


have been able to exert any control. 
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Question 6: 


How adequate do you believe present international 
financial arrangements are in the light of the size and 
distribution of international liquidity? To what extent 
do you believe that present and prospective international 
financial arrangements inhibit or will inhibit the freedo 
of individual countries to pursue individual financial 
policies? 


A. 45 


International liquidity 
(61) I believe that in the light of the size 


of available international liquidity present internationa 
financial arrangements are adequate, especially as the 
agreement on borrowing arrangements to the amount of six 
billion dollars for the International Monetary Fund. can 
now any day become effective. 

As I have set forth in the Annual General 
Meeting of the I.M.F. in Vienna, in September last year, 
I do not believe that there presently exists a lack of 
international liquidity. 1am rather inclined to think 
that there is too much liquidity around. 

I do not deny that over a somewhat longer 
period of time the problem of a sufficient supply of 
international liquidity might arise. We do not know 

enough, san apie about the determinants of the demand 

for international liquidity in the form of exchange 
reserves, to be quite sure. Moreover, one can think of 
many techniques to satisfy such demand if the occasion 


should arise. 


(62) As to the distribution of international 
liquidity there will, probably, always be reasons for 
dissatisfaction, since there always will be countries 


the reserves of which are considered inadequate in 
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comparison to their needs, calculated on the basis of 
ene ly1abquatlsAscnews1y'to>sesderan tome sp UBgTanced of 
payments, increased by some reserve for emergencies. 

However, a country can only hold reserves 
if it can resist the temptations of internal inflationary 
financing, as the latter will always lead to dissipation 
of reserves. Since there will, I fear, always be 

countries that succumb to this temptation there will 
ever be countries with inadequate reserves. 

Of course, a loss of reserves may also be 
due to other causes than internal inflation. In 
Paragraph (37) I have discussed shifts of demand in 
international trade as one of these causes. Reserves 

are then needed to bridge the period of time necessary 
to carry out the policies that must lead to restoring 
equilibrium. I believe that in most countries the sum 
of reserves and available international monetary 


facilities are adequate to perform that task. 


(63) I do not believe that international 
financial arrangements will inhibit the freedom of 
individual countries to pursue individual financial 
policies, provided these policies are not of an 
inflationary character. If they are, I think that it 

is rightly the function of international financial 
arrangements to restrain them. Because if they did not, 
it would mean that a country could freely spend beyond 
its means and yet continue to be supplied by the out- 
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Present international financial arrangements 
imply the willingness of participating countries to 
freely make their currencies available in exchange of 
gold or dollars at a fixed rate. The possession of 
foreign exchange ranervens be they in gold or dollars 
or another reserve currency, therefore implies the power 
to buy without selling, that is the power to exert an 
inflationary influence on other countries that have to 
supply their currency against gold or dollars. Such 
power must be liable to exhaustion. No country could 
otherwise submit to it. 

The threat of exhaustion of reserves is the 
ultimate incentive that will rouse countries to pursue 
the policies that will help to reestablish their 
external equilibrium. I do not think this should be 
felt as an inhibition of their freedom. That. a eountry, 
in the long run, has to live within its means is a 
matter of course. Freedom lies in the choice of the 


means to accomplish this end. 
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Question 7: 


What has the experience in Holland been in maintaining 

a fixed, rather than a fluctuating, exchange rate, and to 
what extent has it limited the effectiveness of domestic 
monetary policy? 


Fixed vs fluctuating exchange rates 


(64) The Netherlands have never considered to 
establish a fluctuating exchange rate. In view of the 
volume of its international trade in proportion to 
national income and the measure of integration of its 
economy with that of the neighbouring countries, a 
fluctuating rate would constitute a very severe obstacle 
for export industries. In case of an international 
system of fluctuating rates, the Netherlands, in my 
opinion, would therefore prefer to seek a fixed parity 
relationship with one or more of its important trade 


partners, rather than to fluctuate on its own. 


(65) Nevertheless the blessings of maintaining 
a fixed rate have not been quite unmixed, as is proved 


by the devaluation of 1949 and the revaluation of 1961. 


Yet, both these changes of parity might also 
be seen aS an action to maintain parity with one of the 
most important trade partners - in the one case the 
United Kingdom, in the other Germany - the parity with 
whom, at the moment of decision, was considered more 
important to maintain than the parity with the rest of 


the world. 


(66) Maintaining a fixed rate has no doubt 
involved the Netherlands authorities in the dilemmas of 


monetary policy discussed in the paragraphs 55 and follow 
ing. 
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When the difficulties in maintaining parity 
come from the inside -. i.e. when a country is faced with 
a serious balance of payments deficit due to internal 
inflationary conditions, or with a surplus due to the 
prevalence of deflationary ee - they always 
enhance the effectiveness of monetary policy. Nothing 
is easier for a central bank than to follow restrictive 
policies when the banks are anyway drained of liquidity 
by a balance of payments deficit, or to follow a policy 
of ease when there are no external worries and the banks 


are flush. 


But it is different when the problems come 
from the outside and when boom and surplus, or recession 
and deficit, combine to bedevil. the authorities. Under 
these circumstances the fixed parity no doubt sets a 
limit to the effectiveness of a monetary policy that 
would prefer to aim at internal equilibrium only. This, 
however, is the price that has to be paid for rp 
national cooperation. It is also the reason why, these 
days, all countries are so intensely involved in the 


internal policies of their major trade partners. 
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Question 8: 


Could you describe for the Commission the nature of the 
contacts between your bank and the various capital market 
institutions on the one hand and the public generally on 
the other hand? 


A. 50 


Public relations of the Bank 

(67) The main instrument of communication of the 
Bank with the public generally is the President's 
Annual Report, a 200 page document, published around the 
end of the month of April. This report contains a 
thorough and statistically documented analysis of 
internal economic and financial developments during the 
past year, in which the emphasis is laid on the 
Significance of these developments for the internal 
and external monetary equilibrium. The report explains 
policy measure the Bank may have taken; it also freely 
comments on those aspects of Government policy that are 
believed to have a bearing on that twofold objective 
with which the Bank in the end 2 dieie ts itself: viz. 
the stability of the internal and of the external value 

of the monetary unit. 

The Bank's report gets a great deal of 

attention in the press. I believe it to have been a 

factor in helping to keep monetary policy out of 


political controversy. 


(68 ) Apart from the Annual Report contacts with 
the general public are of an incidental nature. In | 
periods of great stress, when rather drastic measures 
had to be taken, I have commented on them in press 
conferences. The Bank has not found it desirable to 


institutionalize these contacts, nor has the press asked 
it to do so. 


a rhea 


~~" 38 nottaenp 

edd to siutan edt nclaetmmcd ead aol editoasb voy blued 
sodtem Laetigqeso avuctisvy edt bog Aned wey oeewted atositnco 
ac ¥yffetensy otfduq edd bone dae sno st no enckiudrvenk 
| a gel a 


ag ey ould ec nootd sLox i idut 

eid ‘tc scitsotaummeo tc tnsmuavant oem edt a) 
a'tneblestd od at ee er edd ddviw io9d 
edd bauer bedalidug .Snomoc Bed OOS s etrogoh Leunna 
8 Biisines vicgqer alt rage id to cd se mt ea? a brie 

2 aleylere. betnasmyoob vileotveriste bas Aauoneds 

ad? eont ks eciacande fatonentt bos otmencos tenxednt 
ed3v oc Biel ef alasdqme odd dotdw ot .trsey tasa 
[enxotni oad sol atnemqceLleveb sasit to sonsottingte 
anielqxs vacaqex sdT .awttditiups yistenom [anredxs bis 
Yloott caf Ji ineded oved vem Noed@ odd ennasem yotloeg 
sis vadd yoliog tnemineveD To atosqes sachd no einemnios 
evttoetdc bictow? aia mo gnitgeed se sved of? pévéledd 
-Siv :ifsedt antoonco bone eft nt Anes@ sdt dotdw ddtiw 
sulev L[ensetxs odd to boe Isotetnt Sat td ysilidsta sad 
tine yYtetencm edt t6° 

to [s65 tests s ateg tncqex a'vnad oft 

6 need sved ct Er svetied I  .aastq edd at notinstids 

to tuc yoticg yxatencm qeex ct aniqled nt actogi 


-Yersvortines fsottiicg 


agiw esostnco ticqeh Ladienh ent wear t*sqgA (8d) 
at .studen Letnebtont oz 16 el otfdua {sisenss ot 
zorwessm oOlvasib tedster now .eserta teeta to abot req 
Bes rq of medd no betasmmes ‘al I .meNeid od cot ban 

og Sidsitasb vi Hayot ton esd Ane eAT .800neretaco 


beves egerg ont asd ton ,etogitncs saci esiienctiueitvant 


———— ete. 


Nethercut & Young Rist FL 


Terente, Ontario 


Press communiques are published occasionally 
to summarily comment on any measures of importance, such 
as changes in the discount rate, changes in cash reserve 
requirements, arrangements with respect to measures of 
eredit restriction, or on important mutations in the 
Bank's weekly balance sheet. 

It is rare that members of the Bank's 
governing board make public comments on policy matters. 
Just recently, however, I commented for the first time 
in a television interview on some points made in the 


latest Annual Report. 


(69) An instrument of indirect public relations, 
the significance of which should not, in my opinion, 
be underestimated, consists in the Bank Council. 

The Bank Council is a body of seventeen 
members, created by the Bank Act of 1948, that mainly 
peuuabatin an advisory capacity to the Minister of Finance 
in all matters concerning the Bank's monetary policy. 
It convenes at least six times a year, under the chair- 
manship of the Bank's Royal Commissioner. The President 
of the Bank reports to the Bank Council on the general 
economic and financial situation and on the policies 
pursued by the Bank. 

The important feature of the Bank Council 
is its composition. Apart from the Royal Commissioner 
its members are: four members of the Bank's Board of 
Commissaries, designated by that Board, and twelve 

members, appointed by the Crown from nominations to be 


made by designated representative organizations in such 
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a way that there shall be two representatives each of 
commerce (inclusive of transport), industry and 
agriculture; three representatives of the central 
labour organizations, and three experts on finance 
and banking. 

The Bank Couneil gives the governing board 
of the Bank a unique opportunity of explaining ends and 
means of monetary policy to top-representatives of the 
economic community. I am happy to say eHiet } for example, 
the three presidents of the three central labour organ- 


izations are presently members of this body. 


(70) As to the contacts with financial institution 
the Bank entertains, as a matter of course, regular 
formal contacts with the representative organizations of 
the commercial banks and of the agricultural credit 
banks. These contacts are, moreover, necessitated by the 
provisions of the Act on the Supervision of the Credit 
System of 1956, which foresee that the Bank wueinceict 
make use of its regulatory powers without first having 
tried to reach agreement with the representative 
organizations of the banking community. These contacts 
give, of course, ample opportunity of explaining the aims 
and of discussing the expected consequences of intended 
policy measures. 

Beside the formal contacts there are 
frequent informal contacts both with bankers individually 
and with the daily governing board of the bankers 
association. 


Formal contacts also exist with the 
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representative organization of the general savings 
banks, cohsnink the Bank, in accordance with the above 
mentioned Act, has delegated, under its authority, the 
supervision of the caneeaa Savings banks that are 
members of this organization. 

With other capital Werkay ihbdtite toes only 
informal contacts exist. With the representative 
organizations of the life insurance companies and of the 
corporate pension funds, arrangements have been made 
for the quarterly supply of information regarding their 


operations. 


ee Ry, Already since the thirties the Bank has 
entertained special contacts with higher education by 
allowing one of the members of its staff, later one of 
the members of its managing board, to hold an extra- 
ordinary professorship in the Netherlands School of 
Economics at Rotterdam. A deputy managing director 
presently also holds an extraordinary Hebconsehehey 
in the faculty of economics of the University of 
Amsterdam. 
I think I may say that these contacts 

have been mutually advantageous. They have been greatly 
helpful in bringing central bank thinking in close and 


reciprocal contact with the academic world. 


Amsterdam, 10th August 1962 


(M. W. Holtrop) 
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Ottawa, Ontario, 
Wednesday, 
September 12, 1962. 


--- AT 9,20 A.M, THE HEARING RESUMED: 


THE CHAIRMAN: I call the meeting to order, 

We have present today Professor Erik 
Lundberg, professor at the University of Stockholm 
and economic advisor to the Skandinaviska Banken. 

We appreciate very much your presence with us this 
morning, Professor Lundberg, and we are looking for- 
ward to the discussion which no doubt will take place, 
and I wish to thank you for devoting so much time 

in order to be of assistance to us. After the 

last two or three days I am sure you are familiar 
with the sort of discussion that is likely to ensue. 

PROFESSOR LUNDBERG: Thank you very much, 
Mr. Chairman. I feel very honoured to be called 
upon, and I hope I shall be of some slight use to 
you. 

THE CHAIRMAN: Do you prefer to make an 
opening statement? 

PROFESSOR LUNDBERG: No, Mr. Chairman, I 
have made my submission. 

THE CHAIRMAN: We have your submission, We 
will proceed then with the questions. 

COMMISSIONER GIBSON: Mr. Chairman, may I 
ask a few questions? I have, as the other Commissioners 
have, read your statement, Professor Lundberg, with a 
great deal of interest, and 1 found it 


stimulating and provocative. One of the ways in which 


| % 
Dei eSl seuaedane 
se Pak {QGMUGER OMIRASH BHT M.A 0¢.0 TA --= | 


|  .tebto o¢ gaiteom ont LLeo I :WAMALAHO SHT 


ae sind yosastotd ysbod tnege rg eved oW 
Ree mlodwdoota to yslarevial edt 36 seegetorg ,gisdbavd 


Texnsd sdaiventbast¥2 edt of teatvbe olmonoos bre 
aidd ay ddiw sonsaerg wwoy doum ytsv stetoerqqs oW 


- =¥oeF gninool sie sw bas ,yredbaul toeastoty .gainrom 


.2osig evet iltw ¢dwob on dotnw noteevoetb sdd ot brew a 
emit doum os gattoveb 102 voy Amedd ot datw I bas | SE a 

i ‘ 

¥ 


edd Tos TA eu et sonataleas to od od tebro at feb ‘3 
teilims? ets voy sive me I eysb sendy to ows tasl jet 
-oueme ot ylovti et tent molaavoetb to troe edt ddtw [el 
efoum yisv voy AaeadT spANaanus AOLEAYONT or | 
beflso od o¢ bemwonod yiov [e0% I. .aemttsdd .1M | VE 
ot sau ddgife smoe to ed ifede I eged I bas ,moqu | 8l 
oy | Ql 
te exam of ieterq wey od :MAMALAHD HT oS 


Sinemedate aninego Tg 


L sfemyied) .1M .of sPARaCUUd AOBesAqOAI SS 
} -molsatndve yo sbem eved |€ 
oW .motsetmdsye qwoy oved oW :WAMALAHOD AHT an % 


anoitesup ed? d¢iw medt bescerg Ifiw 
I ysm .memiledo .aM sWOeSTO AAMOL@&SIMMOo 


1 arsrolaatinme) redivo edt as ,sverd I “Seaotteeup wet 8 Hes | 


Ps 
is 
i. 
i 


s diiw .g3isdbasl t9eeetor1l ,tasmetste mwoy beer coved | 8 


Ji bawot I bas ,daetetat to feeb Je0%3 ie 


dota evew edd to 900 — .evidsoovorg bas aatvatumise 108 
Syed bie c. st, 
<) Ve Oe * 7 . 2 . 


4 } i 7 
Jone rem.) Vee" Aa ~a aa. 


Nethercut & Young - 4903 - 


Terente, Ontario 


I might start out the discussion would be to ask you 
something about your views on the objectives of 
economic policy. You say in your memorandum that 
there is a fundamental similarity in targets of 
economic policy as between Sweden and Canada, in 
that they include full employment, price equilibrium, 
balance of payments, and stable and rapid economic 


growth. You point out in your memorandum that 


prices have risen a bit more in Sweden than in Camada. 

You had less of a balance of payments problem, which 

is very interesting in view of your record in prices. 

You have had less unemployment and you have had a 

more stable rate of growth, and a considerably greater 

rate of growth in the last few years. Now, I take 

it that it is your view that these differences 

reflect different conditions, which is certainly 

the case as we will agree. Would you think to some 

extent they also reflect a different emphasis of policy? 
PROFESSOR LUNDBERG; Yes, I think that is 

a correct conception of our aims. I have not in 

my memorandum discussed much of the conflicts between 

the different targets that have been set up. The 

only target in Sweden that was set in the 1920's was 

the target of stability of the price level and 

that policy target was preserved during the 1930's. 
After the war in the preparation for the 

development during the post-war period -- during the 

last years of the war -=- full employment targets 


became something\new that was taken up as an aim of 
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very high priority. Then the stability of the price 
level was taken seriously, too, but as I understand the 
discussion, full employment became the priority aim -- 
the highest priority. The Swedish government could 

not tolerate any unemployment, or, at least, unemployment 
of the type we had during the 1920's and the 

1930's. 

A little later growth problems became 
common all over the world. It was more or less 
implicit in the reasoning that if you aim at high or 
full employment and you have industrial development 
then growth follows more or less automatically. As 
I say in my memorandum, we have had less anxiety about 
growth than most other countries. There has not 
been any serious criticism of the policy of the govern- 
ment to the effect that it has retarded growth, as, 
for instance, there has been in the United Kingdom. 

How we emphasize the different targets of policy is’ 
determined by the different kinds of situations we 
run into. 

The unemployment prospects at the end of the 
war made it appear that full employment or high employment 
Should be a primary aim of economic policy during the 
first years of the post-war period, As in many 
other countries, brilliant economists forcasted a 
great depression after the end of the war, so we, as did 
many other countries,\prepared to meet that depression 
and see to it that this unemployment would not occur, 
High employment or full employment became of the 


highest priority, and the price level from that point 


| dasmyolqmean ,tesel 38°. 0 


rs. . eee 


eid bastertsbay [as ted ,oot~_.yleavolree aedsd asw Level | x 


-- wile ydtsobaq edd omsoed Inemyolgme Liv? esotoanserb | 


bilyuoo taematevoy datbew2 sAT 
ieomyofqmenu yas stisrsfot. ton 
edd bas g'OSOL edt satwub bed sw say? sad ro | 
. ay Y oben nnty 1323 -ogatoger | 

emsood emeidorg dtworg wedsg eLddir A iswoty 
eeel to stom esw JI 
"oO dgici 6 mts woy tL tsd? gatnoeses edd ot thotiqmt 
tnoemgoleveb [sladevbat eved soy bas: tnemyolqme fit: 
cea oYilsolismodnws gael to Stom ewollot Atwors asd 
Juods ytetxns easel bad svsd ow .wubasromeom ym at yee il 
Jon esd sredTt eeetatnnoo odio tvaom _ Adwo ry 
“mrSvog edd to yokloq edd to matotiiawo avot ree yaa. assed 
.88  fdworg bebysdet esn tt dst? dootte edd of tasm 
-Mobguitd bediav edd al meed esd osedd , eonatent. tot 
et yeilog To edegusd InoteltLb od? exstesdams ow wok 
ow enotisudia to ebatd Inerstttb edt yd bomtmredeb 
.otmt avs 

sit Io bao orid 3s estosqeorq tasmyolamenw edt 

Jasmyolqns digit vo taemyofome Lfvt tsdd wsoqqs vt obsm usw 
eid gaiueb yotloq ofmonoos to mis yrBmiaq s ed bigode | 


vnsm ab eA 


& betesotot edetmonoos Jashilind) .esistavoo ‘wento leg — 


7 


BED es 


— yutisoriq teergia: sada) n 


-bitow edt sevo [Ls mommoo | 


sbotweg ake~dube edd to exssy dertt Ii pe 


. ow o8 ,.T8w St to bane eAT rosts soteesiqeb tsentyg Voc 


noleesigsbh tsadd tsom ot bersqeuq’ ,2etttavoo vrerito yasm | fo } 


‘ : 4 e 9 ; , ' i 
‘dis hives regal YY , 
\- ven 


soit ect to yrltdste entities prep iy 


¥ i 
“ el u 

A > 
ci v3 
i@ 7. 

a 
4 7 
% 


oi 
o 


_ 


= 
ae 


an 


a € 


a 


Vg 
ae 


ae 


|r 


1 OS 


co 
ea 


| eae 
.tw950 Jom bluow dnomyoLameny etdd ts? tt of 90a bashee | 
edd to smsood Inemyolqms anti dnomyolgme dgthfes 


Yntog isd? mowt Level soinq orld bas. .ydisobyg ve cig teil OF 
i) y j P a : i rhe ue 


Nethercut & Young - 4225 - 


Terente, Ontario 


of view became of secondary importance because if 
there are prospects of a depression then the price level 
will take care of itself. 

COMMISSIONER GIBSON: Would you say the 
emphasis changes as a result of fifteen years of very 
high employment and rising prices? 

PROFESSOR LUNDBERG: yes, I would say that 
is correct, because the priority emphasis that we give 
is very much determined by the current problems and 
the forecast about the future, 

During the time from, say, the Korean crisis, 
there has been much criticism of the government for 
not carrying out a policy for the stabilization of 
the price level, but because we have followed an energetic 
policy directed towards full employment the stabilization 
of the price level has been neglected, This 
stabilization has not been taken as a severe problem, 
and therefore the policy discussions and the criticism 
of the government -- not least from the side of the 
economists -- has been directed towards its policy of 
stabilizing the price level. 

In general political discussions there have 
been strong orations about the importance of stabilizing 
money and things like that, but when we come to matters 
of fact and the government has to deal with the pressure 
groups in an economy like that of Sweden then this 
problem of the price ‘level is always very much pushed 
into the background. 

Problems have to be solved, and the way of 


solving severe problems in regard to income distribution, 
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and problems with respect to management, in general 

tend to go in an inflationary direction. With the lips 
one confesses that price stability is very important, 
but when one gets down to actual behavior and policy 
then it does not get that kind of high priority. 

I do not think we are unique in this respect. 
The stabilization of the value of money is a high 
priority aim, and we confess ourselves to that aim, 
but in the actual practical procedures of solving 
current problems of the economy the price level problem 
has necessarily to be put in the background. on 
the other hand, we always hope that more attention will 
be paid to it than has been paid to it during most of 
the post war period. 

Thanks to the general international 
surroundings of Sweden and especially the fall in raw 
material prices, and more balanced world markets, during 
the last few years the price level in Sweden has become 
more stable. I do not think that is an effect primarily 
of government policy, but is the effect of export and 
import prices being more stable than they have been during 
the first ten or fifteen years of the post-war period. 
On the other hand, you can always say that you can imagine 
such mismanagement of policy on the part of the 

in spite of 
government, so/stable world market prices there had 
oceurred internal inflation in Sweden, From. this point 
of view the government policy, of stabilization was 
relatively successful. 
I think, in answer to your question, that 


the problem of stabilizing the value of money has 
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always been. considered in the discussions. It has 
been an aim or a target of high priority, but in 

the actual deeds and in the actual policies carried 
out it has, been more or less neglected. 

COMMISSIONER GIBSON: Do you make a 
distinction in setting objectives in Sweden between 
what are the objectives of economic policy and what 
are the objectives of monetary policy? In other 
words, would you have a narrower field of targets 
for monetary policy than you would have for your 
general economic policy? 

PROFESSOR LUNDBERG: No, not nowadays. 
There was a time when it was supposed -- that was 
especially the fact during the 1930's, and perhaps 
in some quarters after the war -- that monetary 
policy -- I am referring to the policy of the central 
bank especially -- referred especially to the price levell, 
That was @ne old tradition. It was also supposed 
that fiscal policy and other policy measures referred 
to employment and growth, 

During the last ten years, anyhow, 
there has been no question of making a division as 
between the policy measures towards achieving 
Stabilization of the value of money, and those policy 
measures eSpecially directed to other targets. We 
take the whole arsenal of policy weapons as a unit, 
more or less, and we try to discuss the effects of the 
whole conglomerate of policy measures on these different 
targets. oa 


COMMISSIONER GIBSON: This implies a high 
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degree of co-ordination, but I think we will be asking 
you questions about that later on in regard to 

central bank relations with government, and so on, 
Would you care to say a word or two about how Sweden 
can achieve equilibrium in her balance of payments 
with a substantial average annual price increase? 

This seems like quite a remarkable achievement. 

PROFESSOR LUNDBERG: Yes. AS I say in my 
memo, it is a problem, I think it is easier to explain 
how and why a country gets into an exchange crisis, 
and more difficult to explain why it does not, because 
exports and imports are just marginal parts of the whole 
development of the economy. 

For ‘example,’ “since 19505” of “over the “past 
twelve years, the value of Swedish imports has increased 
by about four times in terms of value, That is partly 
@ consequence of the rise in prices, and also a 
consequence of the fact that volume of imports tends 
to rise more rapidly than the real gross national 
product, There is a rather high marginal propensity 
to import, During this period of full employment 
our real national income has been rising by about 3 - 4 
per cent per year but volume of imports have tended 
to rise by about 40 per cent more, There is a clear 
tendency for imports to rise more rapidly than the 
national income. So, if you have an increase in 
value of imports of 400 per cent it must be very much 
a matter of luck that export values have increased 
about four times also. There is a mechanism of 


some kind that sees to it that this happens. If. is& 
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did not happen we would have had exchange crises. 

There is a great difference between Canada 
and Sweden in that Sweden has a big plus in its income 
from shipping. Shipping is a big plus item in our 
balance of payment and it also has increased by about 
four times, So, over this period the current balance 
of payments has just evened out with some surplus. 

I don't consider this as an effect of very 
good policy, it .is partly good luck, When you look 
at Swedish exports, and we have been studying them 
rather closely -- and here ] refer to shipping and 
engineering products such as telephones, machines of 
@11 kinds, electrical equipment and refined steel 
products -- you find that demand for such products in 
Western Europe, and in most of the world has high 
income elasticity. When compared with the industrial 
production of the 0.E.C.D. countries we find that an 
increase by one percent of production is accompanied 
by an increase in demand for Swedish exported products 
of this kind by 1.4 per cent. That is what we call 
an income elasticity of 1.4. So, the demand for 
these products increased 40 per cent more rapidly 
than production in these countries. The explanation 
of why the value of Swedish exports has risen more 
quickly than national income has reference to this 
part of our exports with a very high income 
elasticity. \ 

COMMISSIONER GIBSON: In:other words, your 
machineryexports have been very much in demand lately 


-- more so than your basic raw materials. 
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PROFESSOR LUNDBERG: Yes. There is also iron 
ore, Up to the last few years there has been a high 
elasticity of demand in this field also. Tt has 
been responding very much, and so has wood products 
such as paper and pulp up to the last few years, 
There is now some stagnation of demand in that field. 
With regard to textile products we have aiso had some 
expansion of exports, It is only in timber goods 
and agricultural products that the demand has been 
sTien hb’. 

COMMISSIONER GIBSON: Getting back to 
objectives again, do you think there is any essential 
conflict between high . employment and stable 
prices? 

PROFESSOR LUNDBERG: yes, Tadeo We are 
certainly very much aware that there is a clear clash 
of objectives here, Of course, our prime minister 
and finance minister can talk about these conflicts 
in such a way that you will not recognize them, But 
they are certainly very much aware of such conflicts, 

The background of this is, of course, 
that when we in Sweden have full employment or high 
employment with, say, one per cent unemployment -- 
such a situation really means an excess demand for 
labour in many fields of the economy, so that we 
have more yacenetes than job seekers. In the growth 
industries especially there is a great pressure for 
more workers, especially skilled workers. As we have 
a piece-rate system of wage payments to a greater 


extent than other countries this means that new piece- 


rive Fu « week 
ra : . 7 ~~ io 2 Md 
‘ ave) Ae 
+ ae 


5 ae 
Ges 


= 
; aa 


| ween ak mei .eey :ondaquur AoeemodT 


a. a | 
% digit s meed asd svedd erssy wet test ent od qu 90 |S 
| . asi Jf = goats Blett eiAd HE basmsd tO yarotvents ft 

| etouborg boow esd os brs dou yev gatbmogess need |S 
ee’ -8189% Wet desl edd of qu qiuq bas teqsq a8 Move fe 


a .6lert tedd at basmsb to sotisagste soe won et otSHT ie 
smos bSd coals svsd ew etouboug eltdxed of Sivas be’ hal i 
eboog wedmit at yino et Jt | .edtogx9 to nolansqxs | 

ceed esd basmeb ert sedd etouboug [svutivotigs bas je 7 


wtdgtre | OL ' *, 


| Bs j 

od Hosd soitiep :moearp AaMOTeeIMMoD = ya 

| isttasaes yas et evedd wridd voy ob ,aisgs aevitostdo st 
afdste bas Faamyolans . rg ir nsewted totitnos ler 
cesotaq |e 
ets OW .ob I .eeY :DARaCMUT AOeamIORT” ee 
desfo 1s9fo s et owerlt Jad? suews coum ytev (latstrso B 
vevetaim saiwg two .sea%voo 30 . sted Bsvidostdo to Ist 
-ateittaos seedd tyods Wist meso  weeatntm sonkatd das (at 
is weds osiwpoces ton [ftw oy ved? yaw 8 dove at let 
-8Jobiinoo dove to sxsws dom yrev yYIntstres ens voddt les 
<88Mos to .et etd? to Sbavotgdosd scdiT . Be 

Agid to seaemyolqwe [ilvt evad mebewe at ew erecta teqd |S ~ 


-~ Unromyolgmeas tae5 req sno .yse tin dmemyolgme es 
| . Sie 
tol basmeb easoxre as ansem yiiset aottsudte 8 dose ESS 

ow dst o& ,ymonoos sdv to ablett yasm mt wodst pes 


ddworyg et at .areiese dot asit estonsosv svom ved 


tol swuegestq Feexy 8 at stedd YLIstosqes eekytenbat | 
et, eved sw eA  le%eitow bellive viistosaze .eTON 10H oes) 
net rsise1y s of admemysq ogsw to moteya svos-basials Jes iS 


-se8te Won sand ensem ard estadawoo rer 


Nethercut & Young xt 4031 7 


Terenta, Ontario 

rates have to be worked out more or less continuously 
on the spot in these engineering shops. There is 

a high demand for skilled labour, and there is 
competition between the corporations so that when new 
machinery with higher productivity is installed labour 
gets a large part of the benefit. This process brings 
about what we call a wage slide going on under these 
conditions. 

Such wage slides contribute: to the rapid 
increase in wages under full employment and are 
transmitted also to time rate workers and other 
branches of activity. Sweden has an almost perfectly 
organized economy. There is hardly any single 
citizen in our country who does not belong to some kind 
of organized group, a trade union, an employers' 
organization or a farmers' union, and all these groups 
see to it that the income of their members does not lag 


behind the general development. 
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The result from this type of full employment is thus a 

strong pressure for rising incomes coming from rising 
wages in the growth industries and transmitted over the 
economy. 

COMMISSIONER GIBSON: That is partly how 
you define full employment. When you said one per cent, 
you said this was over-full employment? 

PROFESSOR LUNDBERG: Yes, in important sectors 
of the economy. But there are always people going away 
from one job to another. There are always at the same 
time sectors of the economy and corporations that cannot 
expand or stagnate and release workers being unemployed for 
a time; and the one per cent is as a result of the 
process, 

COMMISSIONER GIBSON: The full employment per- 
centage, would it be as much as 3 per cent unemployment? 

PROFESSOR ‘LUNDBERG: No. There are degrees, 
or course’, 

COMMISSIONER GIBSON: As a reasonable target, 
a figure over which you should be concerned? 

PROFESSOR LUNDBERG: As I said in my memo, 
when we experienced the recession in 1958-59, during 
the winter-time we reached about 4 per cent, and that was 
considered very bad, The government really got a feel o 
the strong reaction from labour, from the trade union 
people. Even the Liberal and Conservative parties took 
the opportunity of criticizing the government for lags 
tH poriéy t As I say, that was during the winter-time, 
where there is always some seasonal siack, 
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recessions we have had, in 1954, 1958 - 1959 --- when 
we had unemployment up to 4 per cent -- then the rate 


of increase of wages was slower and the price level 
increase was down to one per cent per year, or something 
like that, So that we can see a clear relationship 
between degree of full employment and wage and price 
development. That is to say, if we tolerated 4 per 
cent unemployment and we could pay the unemployed 
reasonably well, so there was not too much dissatisfaction, 
then we would perhaps be able to stabilize the price 

bag 
Level. 

COMMISSIONER GIBSON: You would not peer 
those circumstances, with a 4 per cent unemployment rate, 
there was nearly the same conflict? As you know, there 
has been quite a lot of talk to the effect that full 
employment and price stability are not in conflict, but 
most of that kind of thinking has been revolving around 
unemployment being not more than 4 per cent -- this sort 
of percentage. | 

PROFESSOR LUNDBERG: I agree that the conflict 
would not be so apparent at that level in Sweden if that 
unemployment rate was accepted as sufficiently low. I do 
rot know what would be the result in this counrty. This 
degree of full employment -- and you must speak of 
degrees here -- is not the only factor however, We have 
noticed that during periods when there is very hard 
competition in the export field as to imports to Sweden 
then the possitilities and the powers of resistance againgt 
demands for wage increases of employers are much stronger 


than in periods of international inflation. 
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On occasions during the last few years the 
export employers' association has put up much of such 
resistance, because they knew, or thought they knew, they 
could not really compensate themselves ‘ne higher wage 
costs under the world competition conditions. The trade 
union people one also aware of such difficulties. The 
engineering industry is, to a large extent, an export 
industry; about one-third of production is exported. The 
export industries will be very much influenced by the 
fact that they have or will have difficulties in selling 
their products, and they therefore must put up strong 
resistance to wage pressure, You can have full 
employment even under such conditions, when the world 
market is not inviting to inflation. 

As a contrast, I may tell you what happened 
when the opposite conditions prevailed during the Korean 
erisis, Tt was said that our trade unions behaved 
responsibily when faced with this situation. At. the enc 
of 1950, when the Korean boom was going on,the trade 
union economists made a forecast -- I think it was quite 
reasonable -- that the cost of living in Sweden would ris 
by about 10 per cent during 1951.. The trade union 
economists maintained that such a rise of consumer prices 
was not something that they had to carry. The Swedish 
economy was prosperous and the terms of trade were rising 
rapidly as well as productivity. From this point of 
tins there was no reason why the workers should be 
punished, and have lower real wages, because of expected 
price increase, The origin of the rising cost of 


living came from abroad in the form of rising import and 
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export prices. The problem was to calculate how much 
increase in wage rates was necessary in order to compen- 
sate for the expected rise of consumer prices. The 
calculators wanted to find out what cee in wages 
would be necessary to give the workers, in tegaren an 
increase of real wages after taxes -- something comparabl 
to the expected increase in productivity of the Swedish 
economy. In order to do that they had also to find out 
what would be the repercussions of the increased wages 
on (thenprice, level. It was just to put down an site anaes 
and solve it to find out what should be a reasonable 
increase of wage rates, to give workers a real wage 
increase corresponding to about four per cent, in 
actual fact the result was about 20 per cent increase 
of wages, and in this way the workers just hardly 
covered the actual increase in cost of living. 

Under these conditions the unions carried out 
a responsible wage policy and the entrepreneurs put up 
very little resistance -- because the export boom was 
tremendous, particularly with regard to wood and pulp 
products, So we had two years of a rise of over 20 
per cent per year in wages -- -- in 1951 and 1952 -- 
with only a moderate rise in real wages as a result. 

In contrast to this situation we have had 
no inflationary impulses from abroad in the last few 
years, when exports were not booming, and when from 
Japan, Western Germany and also the East there was very 
heavy competition in many fields. © Then the exporters’ 
association will put up 2 very heavy resistance, even 


when there is full employment, and the wage rise will 
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be dampened. This means that it is a question of the 
degree of employment, but also the general international 
situation which determines the development of Swedish 
wages and prices, 

COMMISSIONER GIBSON: Would you care to put 
any quantitative measures on what are appropriate 
objectives of economic policy? In other werast when 
you talk about employment and you talk about a one 
per cent unemployment rate, and there has been some 
reference to 4 per sant, what is a tolerable maximum leve 
of employment as a national objective? What is a 
tolerable annual price increase? Would you care to 
say anything along those lines? What is a desired 
growth rate? This is a way of sort of putting 
priorities on objectives, if you like, 

PROFESSOR LUNDBERG : These are really hard 
questions. 

COMMISSTONER GIBSON: I know, 
| PROFESSOR LUNDBERG: I do not know how 
interesting my answers would be, because I am just an 
irresponsible, single professor. It would be much 
more interesting to have the pronouncement from a 
central bank head -- although he would not answer, 
perhaps. But I would like to take up your question 
from the point of view that, first, when you asked for 
what I would consider a reasonable rate or a target for 
full employment, that question has to be answered from 
the point of view of what kind of 1abour market policy 
is being carried out in the country. aenane written 


a l1ittie about that in the memo. Economic development 
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is always uneven. If you look at the growth of the 
total economy you will find that most of the growth is 
determined by a minority of corporations and firms 

and branches of activity. It is those TES es and 
rapidly growing branches of activity being far above 

the average, that carry the economy forward. So the 
unevenness of growth means that there are branches of 
activity that are rapidly expanding the demand for 
labour; and there are, on the other side, industries 
that are stagnating and pushing labour out of employment, 
So the tolerance of unemployment you could have very 
mach depends on the mobility of labour and other 
resourees,, If you imagine an ideal labour market 
policy, where we have effective labour exchanges making 
people able to move very quickly and find housing 
accommodation in the places where growth occurs, then 
you can always see to it that these branches of the 
economy which are expanding rapidly are continuously 

fed with new labour from contracting industries. Under 
such ideal conditions you can carry out a policy with 

a very low rate of unemployment -- below one per cent 
and close to zero, if the policy were perfect, But if 
you have long distances in the country and low efficiency 
in labour market policy and eam mining in the country 
-- and I think that is one of the happy states of the 
Swedish economy, that we have no coal mines -- then 

you get a sluggish mobility. In the stagnating 
industries people will not and do not move and do not 
like to be trained in new skills, and so on. Lf 


you have a policy that does not help very much in people 
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moving from contracting to expanding induahéiéhs then 
the excess demand from the developing industries may be 
dangerous and Lette! saad and you have to tolerate 

a much higher rate of unemployment in order to avoid 
inflation. 

So, I would answer your question with an 
answer that is typically ner Piles by complicating 
the problem and referring it to such other factors, 

But in the Swedish economy we aim at making or creating 
a labour market policy, improving it to such an extent 
resulting in such high mobility of labour and 
vocational tick that we would be able to keep 

the unemployment rate at one or one and a half per out 
without danger of too much wage pressure, 

It is quite interesting to note that in the 
autumn, by policy measures, the Swedish have created a 
building boom, especially in the south and middle south 
of Sweden with a great excess demand for labour, - But 
the labour market board now tries, and is quite effective 
in transferring workers from the north -- where there 
is somewhat of a depressed state because of the 
difficulties of the forest industries, the transference 
of workers ey refers to those people being 
skilled in building. If there is 2 building boom at 
a certain place in Sweden, with great scarcity of 
workers, then 50 or 100 building workers coming from 
the north will make \a very great difference from the 
point of view of production and the determination of 
piece rates, 


This policy of mobility, I think, really helps 


ee 
a ae ~ ; 
a a . a fi 
ce bt a 7 hy ae 


7 


nods ~nebediaanie gnibnsgxe od. gntdosstnoo most antvon yy 


— 


6d ysm esixtenbat srtqoleveb sdt mort bweden: wneexd°set le , 
stistsfot ot savsd yor bas vyraenetine bas evo esqnsd 
Biovs o@ eer: at drremyo [qm aris to stex rerigth doum' s 

sHoltslink 
as dd iw inlined tad MNOY Teweas bivnow Tr | oa 

gitisotignos yd . fsitoeesito tg yilsotays et dsa3 *eweas 
.e7otost reddo Howe ov 3E gnttister bas moeldoxrg sad 
goldsere to sotwsm Js mis aw ynonoss derbewe ont nt dod 
TasJxo m8 dove oF Jf gaivoagqmt .yeliog Jowtsm avodst’s 
bas twodsfl to yttitdom dgid mowe at gantitvess 

geen ot sfds sd Biluow ow dss getntend Isnolissov lot 


vaso tT8q Ilsa S Has so to smo Fe sts81 Ioomyolameaw edt )et 


edd mai Jedd oton of gattvesretat ettupoarosr rf.0 . a 
8 betvsero ovsd detbowa odd .eempasem yotlog yd vamutus fot 


. 
.S1veaestq Sgsw doum oo3 to rexpnsb tHoddiw pal 
d3voe Sibbim bas déyoe edd mt yilstosqee mood gntbitsd YE 


jvG@ .suyodsl wot bosmeb eesoxe Jserg & ddtw nebewe>t6 
svivostts stiup at Bas ,seft? wom busod vere tuodsr odd Qt 
ered? otedw -- diéitom edd moxt avedttow grluretensis at | 
ond lo SauSoed susie beeesxqeb s to Jsdwomoe” et lis. 


oS 
ed 
ee ee ee ee eee ee eS ee 


| 

| 

| 
Sonersiensid odd ,zotuteubat ‘teetot edd to eettivortttp ce 

acted sl{qosq seorlt of enxstex YLlsBioeqes aventow ‘to | 

| 

J8 mood gntbitud 8 et sed? tT gatbitnd at belltde | 

to ysiotsoe tsexa déiw ~mebew2 mi eo8lq atsdts 6 | 

mont gitmoo attewtow gnibltud OOL 46 O@ med? .erenzow | 
Sid moth someTSttib vsexy yrov Bs! esism oLitw Atiog edd 


to motisnimredeb sdd brs soltvoubotq To wetv to Satoq | 


“.8e3sm soetq [ec 


leqied yilser .wntdd I .ytittdem to yottog stat wend oe LR 


Nethercut & Young - 4239 - 


Terente ; Ontario 


us in keeping a higher target for employment than 
otherwise would be the case, So I put my answer to the 
question in this way -- but it cannot be given a 
quantitative precision from this point of view as my 
answer is relating to the mobility of labour, We think 
that one per cent unemployment is what we should aim 
at and try to keep. We are aware of the fact that 
such a high ambition often mean a too rapid wage 
increase. We have, at that employment a with curren 
degree of nopdaity; admitted that we can stand a 
general price increase of one to two per eent a year, 
That is an improvement in price stabilization to what 
we had before. 

COMMISSIONER GIBSON: You regard that as a 
tolerable level? | 

PROFESSOR LUNDBERG: Yes, I regard that as 
a tolerable level. We think it is bad in a pao but 
it has to be related to the badness of having more 
unemployment, and this degree of devaluation of the 
value of money is not supposed to be too bad. We have 
higher rates of interest than earlier, when we kept a 
3 or 34 per cent long-term rate of interest, At a rate 
of increase of prices of 4 per cent, people having 
insurance policies and deposits at the bank had during 
those years a negative rate of interest. But now 
we have 5 or 54 per cent on long term bonds, and having 
an increase of one or two per cent in the price level 
in the longer run. It is a tremendous improvement, if 


you look at the real yield for people saving money. 
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COMMISSIONER GIBSON: Is there an increased 
disposition to save when it is fixed so high? 

PROFESSOR LUNDBERG: Yes, we think so. We 
have a rather high marginal propensity to save, 

THE CHAIRMAN: In spite of an inflationary 
trend it does not make ars GOP Pens wen® or dies it 
affect the interest rate on the long-term securities? 

PROFESSOR LUNDBERG: Yes, from the policy 
point of view it can be said that we have adjusted our 
rate of interest level to the fact that we expect a 
decline in the value of money in the long run. very 
few people do reaily suffer from this. That is the 
and, fae" that you cannot get a pressure interest group 
saying, "We are the real sufferers because of this 
deterioration of the value of money," since wage earners 
are only very partiy sufferers when they have money in 
the bank and in insurance policies. They may gain more 
by the rapid increase in wages, Nearly everybody is 
divided, more or less, between having some savings on 
the one hand and, on the other hand, current wage 
incomes, We have tried to estimate who suffers from 
inflations, and there is no clearly defined large group 
that carries the burden. Even the pensioners are 
to a considerable extent nowadays guarded against 
the deterioration of the value of money. Ter ts 
the danger that few have any strong reason to put up 
resistance against the deterioration of the value of 
money. The really strong reason is that we might 
not survive in international competition and therefore 


get into balance of payment problems in the long run. 
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That is the clear reason,for resistance for the 
government, and the employers and trade unions understand 
that too. If we go too far and have too rapid an 
increase in price and wage levels we will come into 
difficulty in the balance of payments. On the other 
hand during the last years Germany, Holland and some othe 
countries are nowadays "better" thatn we are at 
devaluing money. 

THE CHAIRMAN: Before we get on to some other 
aspect of this, when you fix a percentage of, ae. 
4 per cent or 14 per cent or 2 per ooo or whatever it 
may be, as. to Ae in order to obtain a clear 
and accurate idea of what that means we have to know 
something about the statistical base for that, That 
is, when is a person statistically unemployed, and for 
how long is he unemployed, and so on? If you compare 
the 4 per cent in Sweden with 4 per cent in Canada it 
may be that the statistical base in the two countries 
is different and you cannot therefore very well compare 


them, 
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PROFESSOR LUNDBERG: This is a very important 
aspect of thisproblem, of ecurde the measurement of 
unemployment is a very difficult problem, and a 
definition of what is “unemployment” is not easy. 
Previously we referred our unemployment rates to the 
rates of the insured derkean: but nowadays we have also 
labour force investigations along the American methods. 
We do that twice a joer} and have definitions very 
close to the American ones, and I presume it is almost 
the same as in Canada, According to the last labour 
force investigations relating to the whole labour 
Ceres, we had in May of this year 1,2 per cent 
unemployment, and we had .8 per cent unemployment 
according to the insurance measurement. “uk there is 
a difference, I don't think when I speak of one per 
cent, 2 per cent or 4 per cent that there is a 
Significant difference in the concepts of measuring 
from yours. 

COMMISSIONER GIBSON: On the question of 
what is a tolerabie price increase, do you believe that 
Swedish people will think prices will, in fact, rise 
one per cent or two per cent per annum in their 
anticipations of the future, or will they be impressed 
by what has actually happened over the last 15 years or 
SO? To put the question another way, if there is 
an expectation that prices will rise one per cent or 
two per cent per annum, will it be possible to keep 
the rise to as little as that? 

PROFESSOR LUNDBERG: This is, of course, a 


problem that is very important and has been discussed 
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quite a lot, and many economists have tried to prove that 
if you have a rise in prices of 3 per cent or 4 per veut, 
and people expect it will seit nad you will have an 
acceleration, But, that is not our Weperionse, We 

in Sweden have had a 15-year period with an average of a 
4 per cent rise per yaur ome nobody has anticipated that 
there will be a recovery of the value of money, but 
epxecting this decline to continue. There sak of course 
no quantitative precision in the expectations put, aetion | 
the whole likelihood is on the side of further price 
rises in the future, The Swedish monetary policy will 
never be able to prevent a price rise during booms and 

in the recessions the price rise will only be slower. 
Every intelligent person in Sweden has been anticipating 
a continuing inflation of that nature, 

Responsible people in government and ere 
the leaders of trade unions, ail those people who are 
quite aware of the facts reading economic literature 
to a higher extent than in most other countries and do 
not forget to speak and write about this. From this 
point of view it is an interesting fact, that although 
we have had these anticipations, the price rise has 
not accelerated; rather it has decelerated. We have 
come down from 4 per cent to 2 per cent aithough we are 
just now up again around 4 per cent. This is not, 
as I said, thanks so much to policy as to the international 
surroundings. \ 

People in order to avoid losses from and make 
gains on inflation of course, buy fixed capital: they 


invest in houses, if they can, and in stocks to a certain 
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extent, and are apt to borrow money and place the money 
in real capital, But, the flight to real values has not 
happened on such a scale that control has been lost, 

So, we have no experience of this danger of acceleration 
from this kind of anticipation. 

COMMISSIONER GIBSON: Is there a long-term 
tendency in Sweden away from fixed interest obligations? 
Is there a decreasing interest in government securities 
and corporate bonds and a greater interest in equities 
and that sort of thing? In other words, do people show 
they expect prices to go on increasing in the future in 
their actions in the form of their savings? 

PROFESSOR LUNDBERG: There is no quite clear 
evidence here, because if you take people's willingness t 
sign insurance policies, there has been no decline here. 

COMMISSIONER GIBSON: That is true here also. 

PROFESSOR LUNDBERG: However there is a clear 
tendency for people to take more risk insurance policies 
and less of the savings type. But, on the other hand, 
the funds of the insurance companies have been increasing 
very rapidly, as rapidly in real terms as before. Now 
there is a change, which we might discuss later on, 
referring to the pension funds coming in, but, except for 
that, we have not noticed any decline in this type of 
savings in insurance or in the form of savings deposits. 
People do have strong habits. On the other hand, there 
has been an increasing interest in buying homes and 
investing in equities and stocks. ‘So that, the yields of 
stocks, especially shares in the wood industries, went 


down to around two per cent during the most inflationary 
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cerns. because people consider that forests contain real 
values more than most other eRReE with a guarantee for 
the value of money, but now the yields are back to 3 or 
4} per cent again, But this holding of shares and stocks 
is much less spread in Sweden than in Canada and the 
United States, As to buying houses and real EeGoePty) 
the values of houses available have been increasing 
sharply because of the excess demand for houses, 

There is a willingness of people to put themselves intc 
debt and try to gain on real property. But, these 
tendencies have limited importance: the housing 
business part of the Swedish economy is very saguiarwas 
so the repercussion on the general economy has not been 
too serious. 

There have thus been tendencies of this kind 
discussed, but we hope in regard to the 60's the prospect 
of’inflation willbe much less. People really don't 
expect that 4 per cent will continue as an average, and 
one per cent to two per cent we consider not bad from 
the point of view of carrying on a policy with other 
aims as given. 

You have here on this continent consoling 
investigations as to the measuring of a rise in cost of 
living. One or two per cent increase in the cost of 
living might be no increase at all because of the 
improvement of the quality of the goods you present to 
the consumers. Of course, we never know, but what I 
would say is only that the prospects of inflation have 
really been pulled down quite a lot and we are happy with 


it. However, as already said we hardly dream of coming 
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down to zero rise of price level. We know that during 
the booms there will be a more rapid rise in prices, and 
during the recessions wages will never fall. There may 
be a downward pressure from abroad on import and export 
prices, but the general price level will not decline, 
This is our prospects and we take it with great calm, 
COMMISSIONER LEMAN: I just wanted to ask 
Professor eundeone if all countries can expect this 
pressure to come from abroad? In other words, if one 
country expects disciplines to be imported from ceecual 
the other country expects the discipline to come from 
abroad : and that there will be no discipline anywhere 
PROFESSOR LUNDBERG: That is correct. Sweden 
is a small country with big Bitte tea and as we have 
seen it there is, as you know, on the export markets 
usually heavier competition generally than on the more 
protected internal markets of the various countries. 
In the wood products, iron ore and steel products and 
so on, entrepreneurs are now aware that over-capacity 
and problems of selling are predominant problems, 
There will be boom periods when it will be easier to sell 
but the need of keeping costs down and having to compete 
with efficient producers on the Continent and in America 
is the image our exporters have before them, and that 
also has an influence on other parts of the economy. 
This kind of anticipation might be wrong. 
Most countries carry on an inflationary policy and the 
pressure downwards in prices may nat materialize. But 
we think the type of development that we have in 


Sweden is rather general. We don't expect much of 
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general price increases on products coming from the 
United States and Canada, As to some continental 
awrabes : like Gepiitet the wage pressure has been 
higher than e<hokes but production » ol gi has been 
increasing too rapidly. The surplus capacity that has 
developed means that these countries on our own Swedish 
market are selling and will be selling below their 
internal prices. They have often high protection and 
Sweden is a small market and we have iow tariffs. Steel 
and other products come in to Sweden very alae and 
as consumers we enjoy that, That is, however, a 
pressure that tells in quite clear language to the trade 
union leaders and entrepreneurs as well as to the 
government authorities about the dangers of too much 
wage inflation at home. I think people really consider 
this as fact. 

COMMISSIONER BROWN: You mentioned that 
interest rates have increased so they are now about 
5 per cent or 6 per cent. Have corporation profits 
been showing an increasing trend too to offset the 
increasing price levels? 

PROFESSOR LUNDBERG: Yes, Profits,have 
been increasing more or less parallel with the 
general sales volume of the entrepreneurs, Our profit 
measures are however not so good as yours or those of 
the United States, and as a statistician I am sorry for 
that. But as an entrepreneur I would be happy because 
the relatively free writing off system we use in 
Sweden is very good for corporations for concealing 


their profits. However, for making statistics it is 
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a sad state of affairs. ey really we don't know too 
much about the actual profit development, If you look 
at gross profits in industrial eiianat, that is to 
say, profits including taxes and depreciations and ail 
that., what you get when you deduct from sales all the 
current costs for raw material and gl as gross 
profits have more or less kept a constant relationship 
over the last ten years to the production values, That 
means that productivity has been increasing and that 
industry has been shifting from less profitable to more 
profitable branches of activities over time, Sex: 
there are discussions that this development will not 
hold in the future, as a consequence of the sharp 
competition on many markets that I spoke about before, 
the gross profit margins are tending to be reduced. 
That will mean that the corporations for their 
investments will not be self-financing to the extent 
they have been during the 50's. 

This problem of profits should be mentioned 
also with regard to wage policies. The trade union 
economists make very skillful calculations about 
profitability in different branches of industry, and 
when profits tend to rise the unions are very eager 
and quick in demanding wage increases, So that, wages 
and profits follow each other quite well, just because 
of the watch kept by the wage earners on the deve lopment 
of profits. \ 

COMMISSIONER:BROWN: Are they prepared to 


go down as well as up? 
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PROFESSOR LUNDBERG: No, never down, no, 
COMMISSIONER GIBSON: If there are no other 
questions on the objectives of monetary and economic 
policy, I would like to ask Professor Lundberg a.few 
questions about the nature of Swedish monetary policy. 
In your recent writings, particularly in 
the Skandinaviska Banken Quarterly Review you have 
drawn a contrast between what you describe as the 
Swedish line of monetary policy and the American line. 
If I might quote you very briefly, you said, speaking 
of the Swedish line: 
"By means of one form, the policy 
may aim at creating -- through a system of 
liquidity and’ investment quotas, possibly 
including a ceiling on loans -- a number of 
obstacles to credit transfers and, in this 
way indirectly also holding back the rise 
in the velocity of circulation that would 
otherwise threaten to restrict or eliminate 
the dampening effect of a relative contraction 
in the supply of money. Controls, rationing 
and priorities for the controllable sectors 
of the credit market -- such measures belong 
to this type of policy which, for simplicity, 
we shall call the 'Swedish line’. 
The alternative form, which I call the 
‘American line', aims at avoiding public 
control of the credit. market as an instrument 


of economic policy, instead allowing a 
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contraction of the supply of money to 

have free play in the whole of the credit 

system via the functionings of the capital 

and credit markets, | 

The difference as compared with 

the Swedish line lies in the absence 

of attempts to atiii26, as active 

weapons in the monetary policy ie othy 

measures that are designed to put the 

credit market partially out of 

function -- to make it operate 

especially badly during periods of 

inflationary expansion," 

This is a very interesting yedtedeut: and 
I wonder in the light of that if you would care to tell 
us a little about the recent Swedish stabilization 
measures in the monetary sphere? 

PROFESSOR LUNDBERG: I think we are a little 
on the way to trying to avoid too much of the type of 
rationing and credit ceiling policies and putting 
obstacles to the functioning of credit markets as we 
did during the boom up to 1957. There is a tendency 
to create a little more of a better functioning of 
capital and credit market -- not much, from an American 
point of view -- but I think there is a growing 
awareness among the authorities that in the long run it 
may be difficult to\use this "Swedish" kind of 


interference policy. 
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On the other hand, the Swedish authorities 
have no great respect for the free functioning of the 
credit of capital markets as giving some kind of optional 
allocation of resources out of itself. You will find 
much more of that view in the United States, The 
functioning of the capital and credit markets, just 
as a market in our text Sarat is supposed to allocate 
the resources in such a way that you get some kind of 
an optimum distribution of the savings funds available 
to the economy. 

In Sweden there are views as to priorities 
for using savings that the Swedish authorities think 
are not automatically taken care of by the market 
mechanisms. There are certain government expenditures 
of an investment nature that have high priority -- for 
building up the interest structure of the Joes and 
they are, of course, allocated by fiscal means, That 
method is used in all countries. Secondly, and this 
is the most disturbing part of the policy, is our 
housing problem; this is perhaps the blackest part of 
Swedish economic policy. You know, the German 
people speak about "Wirtschaftswunder", which means 
the wonder that has happened in Germany with rapid 
economic development. We in Sweden have also a 
"Wirtschaftswunder", namely that we have had a record 
building of houses since the end of the war, we have 
had no destruction of houses because of the war and 
we have the lowest increase of rate population in 
the world, nearly, and yet we have one of the highest 


degrees of shor tage of housing, of excess demand for 
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housing in most of the civilized world. This is a very 
disturbing factor to the policy measures because the 
government has to, or likes to, allocate a very large 
part of the gross savings for financing house building 
and therefore also must prevent a squeeze of the 
monetary policy from having bad effects on house 
building. In order to protect the financing of house 
building devices must be introduced and one such measure 
is Lagaiaity quotas, 

The banks have to keep, during monetary 
aqnaeded:, a certain proportion of their assets in 
government bonds and in bonds financing house credits. 
(There are special institutions for that), The current 
eredit for house building is also usually kept outside 
the policy measures. This means that a priority for 
house financing must be disturbing from the point of 
view of an "American" type of monetary policy 
preventing the free play of market forces on the credit 
markets, This is one of the backgrounds explaining 
the interference with the credit markets in Sweden. 

COMMISSIONER GIBSON: You make a further 
point which is that under the American system, as 
you described, when money is tight and the demand 
for crédit very strong, the rise in interest rates 
that occurs tends to increase the velocity of money 
or result in secondary credit creation, and this is 
very hard to control. You point out that the 
system of interfering with the transfers of credit, 
which you describe as typical of the Swedish line, 


does in fact slow down the velocity in the secondary 
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creation of credit, and this is a fundamental point 
in your wii a £ take Lb? 

PROFESSOR LUNDBERG: Yes, that is the 
second point I am coming to now, The first point 
was the background for that kind of priority measures 
which were to secure the priority in getting savings 
for certain investment purposes. If you take 
government and housing expenditures and community 
axbeleateues , that is about half of the total gross 
investments in the economy. This position is 
excluded from the free play of the markets, 

When we come to policies during a boom, 
to carry out a restrictive monetary policy, there are 
efforts in Sweden to work on, as you. say, interfering 
with the credit system, In the past we have tried 
to put ceilings on bank advances,the total credit to 
industry and trade given by the commercial banks, 
This is one such type of interference of a very direct 
nature creating credit rationing. 

Then, we have the type of liquidity ratios 
that I spoke about before, The Swedish concept 
is different from yours and from the American as 
also applying to the other banks or institutes at the 
Side of the commercial banks. 

There is a law concerning the putting into 
force of liquidity ratios that is potentially there. 
It had been used in'‘1950 - 1952, but potentially it can 
be put into force at any time when it is considered 
necessary. This law is more or less a basis for 


so-called "voluntary agreements" as private banks are 
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"quite willing" to make agreements rather than have 
the law put into force, The law might be more rigid 
and more dangerous to apply to the banks than having 
discussions and agreements on a freer basis with the 
central bank, The liquidity ratio given as a 
maximum, according to the new eva is 50 per anes 
meaning that the commercial banks should keep in 
relation to the total peceanuis government securities 
and treasury 5 tae well as the housing corporation 
bonds up to this size, This means that if there is 
an increase in the prescribed liquidity ratio during 
@ boom period there will be a squeeze on sacha 
loans to the private sector of the economy. There 
is also a law that gives possibilities of regulating, 
of putting maximum and minimum rates of interest on 
banks and the other savings institutions. During 
a squeeze of the banks when competing with each ee 
they may try to get more deposits from the public. 
by raising rates of interest. The authorities 
can stop such tendencies by putting maximum on the 
rates of interest, Such @ policy means that credit 
rationing will be the result. This law of 
regulating maximum and minimum rates of interest has 
never been applied, It gives also a background 
for making "voluntary agreements" with the banks of 
not competing with each other by raising interest 
rates too much, \ 

THE CHAIRMAN: You wouldn't 
have arrived at this agreement unless the law were 


there? 


; i hae. Ot << 2 eee |S: : cae oan aS ao 
wy . : Cr! ® a7 —- . ‘ 
-_, ; on bl a pe ont -_ 4 AaSh . “1 ny ; ‘ _" a MEITIRGS > 
A _ ) : » 7 c7 ’ ‘ rss oe 7 \< 
=, & 7 ; Lt =a niente oe 
+g 4 At 7 i a om ‘Ji 


ek etedd tt tsdi eqsem etd? », este atdd of ge ebnod 


evsd nedt teddies aineassrgs sasm nasal pp" af 
bigia esom ed dagim wal oAT «Otol otal duq waxed | 
gnived asad evnsd edt of viags ot avoxegasb Som bas | 
ont Aviw ahead tose. « fio evqemostgs: bas: enolaesoetb ‘|. 

& 86 pevls ofdsx ystbhivelt edt ~aaasd saxtenp 

ie toq O02 et WEL wor old ot gaibt0o90s taal 

mk gsed bilyode ene {sforvemmoo salt. tend eutnnen 
eeltinuyoee Pen vere ad feoqeb isvod end. od aolislex 


tiokListoqios gatawond sdd as [lew eas,acitd yruwesouts bas 


ariwub oftsy yiibLupil bedkvoaewq eed ak sasertont nas 
ssniiiiliehiites fo Sseoupe 8 od [fiw suedd.bolteq mood s 
sion? -yaotoos ont. to totdsse etsyvinrg odd of ansol 
<anLUsipget To asivilidiasoq eevizg, tsdd wel 8s opls) et 
no Jeoretmk Io aster muminin bas memtxem goivtuq to 
gating emotigvivangt egnives sans teal bas axed 
.tedido dese ddiw gntteqmos sendwoasned edd to ssseupe 8B 
. ofiduq ed’ moti atdleoqsb etom veg oF yd ysm yer 
askiixtodius serif ,Jestetqt lo asts aniates xd 

ot fio mumixsm ankidagq yd estonmebasd dove gove aso 
dibexo dsadd ansem yvokiog 8s dove Jasxotat to estex 
to wel eid? -Iiweox odd od [ilLw satnotiss 

asi Jestodnt to este t momtatm bas omixem gniieivges 
Drmvoerwgnosd sS oals aevig Jf betiqqs msed OV On 

to edasd odd diia “eiesmsergs yratasiov" xntssm tot 
tegorstat gatets:t yd «zscdto Aose hitidaa iat biti tom 

j '.floum oot 2aotsx 

J’ abiwow wsoY *MAMALAND GHP o 35 voy ed 

evow wei end eesloy dInemoougs ehdd-ts bevinss oved | 


ve ‘go Ee paegatow® bei Sexe 


Nethercut & Young - 4255 - 


Terente, Ontario 

PROFESSOR LUNDBERG: We don't know, 
I mean, they could always suspect such a law might be 
created warhous and Sweden is a small country and 
it is not too difficult to make an banoltaks with 
a handful of men about such policies. These people 
are reasonable even if the central bank is unreasonable 
in their demands on the commercial banks, All this 
means -- and that was my point in the article that 
you quoted, sir -- that the monetary policy in 
sweden is to a very high extent relying on credit 
rationing policies by the institutions, The law 
for regulating rates of interest includes rules for 
controlling the issue of bonds and similar loan 
instruments. No industrial corporation can issue 
bonds without the allowance of the central bank with 
control of the conditions of issue, 

All this means is that credit rationing will 
be an important instrument of policy in a monetary 
squeeze, Coming back to what you referred to as the 
velocity of circulation, such a squeeze will mean 
that corporations having deposits in the banks, when 
they don't get new advances or loans, and when their 
customers don't get it, that they will use these 
deposits at a higher speed than usually is the case, 
There is no possibility of preventing these grey markets 
-~- we don't call them black because they are not very 
black, This increase of velocity of circulation 
of banking deposits is a factor counteracting 
monetary restriction., za think this effect is very 


important and quite good for the Swedish economy, 
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because if you just stop the functioning of the credit 
market by putting sticks into the wheels, it will 
break down, Now, we have this secondary mechanism 
of using deposits and that means making the whole 
process smoother, Of course, there will be 
fluctuations and a dampening effect, as we have seen 
it, because the contracts between the different credit 
markets is not too close, 

In our experience, especially referring to 
the smaller firms and smaller corporations, not 
having been able to accumulate large diene, are 
coming into a squeeze especially severely. It is 
always the minority. That is always the difficulty 
with this world; in your common contacts with most 
people they will say that this kind of monetary policy — 
does not work, They are not affected, I have 
met many industrial people from big corporations during 
our periods of monetary restrictions and they say they 
are not disturbed at all. And, of course, we mostly 
meet. people who are not disturbed, We don't see 
So much of the minority who are disturbed because 
they are not frequent, According to the interviews carriled 
out in Sweden -- and I refer to this in my memo -- | 
it was just some quarter of the corporations, 
especially the smaller ones, which came into 
difficulties and had to cut down on investment 
programmes, That \was quite sufficient to dampen 
the boom. 

My point is that this is bad policy from 


many points of view. If we have a very rapid 
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repetition of booms and we have to use these interference 
instruments very frequently, it means in the longer run 
bad allocation of saving resources, 

COMMISSIONER GIBSON: I was going to 
ask you about the allocation of resources and the 
question of equity in this kind of policy. 

PROFESSOR LUNDBERG: I. don't know if I 
have answered your question correctly, Mr. Gibson. 

COMMISSIONER GIBSON: Well, what about 
the question of allocation of resources and the 
question of equity in this kind of 2 policy? 

PROFESSOR LUNDBERG: You know, the 
Swedish government, as most governments, has no sense 
of: scientific responsibility! They do too many 
things at the same time, so we can't find out the 
efficiency of the various policy instruments, We 
would like the government to have more sense of 
selentific isolation, of doing one thing at one time 
so that we could really find out how the policies 
work, 

When we applied these stringent measures 
during the period up to 1957, and again in another 
form during the boom of 1960 and 1961, other measures 
were used very much too; we have had the investment 
tax and we have had the investment fund methods, 
and doing a lot of other things too, so we can't 


clearly read off the effect of each instrument. 
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COMMISSIONER GIBSON: You are, in fact, 
making a lot of deliberate decisions that involve 
the allocation of resources but not being too clear 
on what the end result is, I take it, is that 
fair? 

PROFESSOR LUNDBERG: yes, that is fair, 
You know, the primary aim is to dampen a boom that 
is developing. . We notice a boom coming first 
usually in the investment field and the export field, 
and that can be seen a bit in advance, We make 
inquiries two or three times a year about investment 
plans, and even if the investment plans in industry 
and other fields are a little uncertain, they are — 
indicating other tendencies of the development. When 
it is clear that an investment boom is wave Logie} then 
the government tries to dampen it and when they dampen 
it, of course, they can't be sure that those 
investments which are eliminated or reduced are the 
least efficient, and less useful from a productivity 
point of view for the whole of the economy than those 
investments that are unaffected, Those corporations, 
whose investments are reduced have perhaps accidentally, 
too small deposits in the banks or haven't ultimate 
connections with the banks or haven't promises 
as to credit limits. But, who knows if these 
corporations have the least productive investment 
projects, Maybe the corporations in question have 

very efficient investment projects, But nobody 


can prove that, of course. I have made an 
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investment study for a book published recently on 

the profitability of investment in the Swedish 
economy and tried by interviews of 200 corporations, 
to find out what were and a hey during a certain time, 
the differences of the yield of various kinds of 
investments, That was during the time when credit 
squeezes were applied, and I was taken aback by the 
fact of how widely varying the yields were that there 
was a tremendous scale of difference between the 
projects, and to a certain extent I think this was 
the resuit of credit rationing policies. 

If'we had had a more fluid credit system, 
if the funds had been more flexible and could go to 
the investments -- that were most profitable -- 
we would get a better productivity result, I am 
afraid that there is danger of this sort in applying 
Goo much of credit rationing. 

In every market where there is much of 
rationing, it can be expected in the long run to result 
in bad distribution of resources. 

It is a strange thing that the Swedish 
economy, when talking about the labour market policy, 
then there is a very liberal attitude of making 
labour freely available and create an effectively 
functioning market. The trade union policy is aiming 
at reaching about the same price for the same kind 


of labour all over Sweden. 


(page 4261 follows ) 
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The other way of having restrictive monetary 
policy and avoiding rationing ee be to have a much 
higher rate of interest. than we have had, as I mention 
in this memorandum. The investment ae that we used 
from 1955 to 1957 really means a "total rate of 
interest" of 12 to 18 per cent during those years. 

That tax was perhaps a better kind of means of allocating 
resources in @ rational way than corresponding rationing 
of credit would have been, 

Nobody can measure how much productivity 
will be lost by having a bad labour policy or a bad 
credit policy. I think we would have gained a little 
more if we had had a better monetary cr credit policy. 
As.I see it.now, there is hope of doing it better 
during the 1960's than was the case during the 1950's, 
and that is partly because we are closer to equilibrium 
as between demand and supply than we were in the 
1950's. That is another chapter which we might come 
back to. 

THE CHAIRMAN: .1.think we should adjourn 
for a few moments at this time. 
~--A short recess, 

COMMISSIONER LEMAN: Professor Lundberg, I 
want to ask you some questions about the effectiveness 
of monetary policy. Just before the. recess I. think 
you had begun to talk about that. You were explaining 
how you had made some inquiries in relation to this 
problem in trying to find out how people reacted, and 
what interest rates did to projects, etc. During 


the course of those inquiries did you go a little 
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further and aiso try to get some quantitative measures 
of what we call the problem of lags in reaction, and 
the effectiveness of policy measures before they work 
through the system? That is a related subject. Would 
you tell us what you have discovered in this field? 

PROFESSOR LUNDBERG: I think we are discussing 
two problems here, and aiso two inquiries or invest- 
igations. fhe -one “I ‘referred’ to°in my last speech was 
an interview study as to the kind of profitability 
rates, or rates of internal yield, that corporations 
demanded on the investment funds used during a certain 
period of time, and that had to do with a question of 
Mr. Gibson about the allocation of savings resources. 
What you are referring to now is the problem of the 
efficiency of monetary policy. What I spoke about was 
the inefficiency of monetary policy from the point of 
view that it created a disparity of yields that might 
have bad effects on the allocation of resources, - You 
are referring now specifically to how effective the 
monetary policy is under certain circumstances in 
breaking a boom, and what lags we experienced, 

Then I have referred to another inquiry 
mentioned in my memorandum that was done in 1955-56, 
and that one dealt with the effects on investment of the 
credit rationing and the investment tax, and the rise 
in interest rates during 1955 and 1956. 

The results show that although we had a very 
rapidly development investment WGoll from the fail of 195 
the measures taken, beginning with the investment tax 


of 12 per cent and credit rationing with a ceiling on 
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advances applied to the commercial banks from the 
middle of 1955, and also an interest rate increase of 
one per cent, had the effect of dampening the investment 
plans of entrepreneurs and corporations within 
manufactures by about 15 per cent, According to 
these interview studies, investments became 15 per cent 
lower, in 1955-56 than they had tended to be according to 
the interviews conducted in the fall of 1954 before 
these measures were taken, 

of Wire igi interview studies are difficult 
and dangerous, and managers might like to just give 
personal views without giving much thought to the subject, 
But we have some confidence in those interviews conducted 
in 1955 and 1956 because they were made under relatively 
good auspices during a time when the managers were really 
re-considering their investment plans because of these 
very important changes in conditions that had happened 
during @ short time, and the results fit relatively well 
into the statistics on investment that were available 
later on. 

Accordingly, this resulted, as I have said, 

ina cutting down of investment by something like 

15 per cent, That did not. mean that investment 
actually went down by 15 per cent, but investments were 
lower than they would otherwise have been, That 
means that the measures taken in 1955 hada quick 
effect, There was\not a long lag. 

This lag business is a difficult problem, 
of course, In the United States especially 


Chere have been studies made of the lags in monetary 
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and fiscal policy, and it has usually been found that 
there are usually quite long lags. Milton Friedman 

in Chicago is well known for his 16-month lag in 
monetary policy. However, I think that that kind of 
analysis is very dangerous because it is taken as a 

fact that there is something in the structure of the 
economy that makes entrepreneurs react to changes in 
economic conditions in a relatively fixed way. My view 
is, and that is to a certain extent confirmed by this 
Swedish interview study, that the legs in reaction 
depend very much upon how big the changes are, For 
instance, you can make such a drastic change as making 
all credit unavailable to those having ambitious 
investment plans so that most of those investments stop 
immediately. You can make the whole policy result in 
a eatastrophe, and maybe have a lag of just a few seconds 
after the announcement, 

Central banks are usually not too sure about 
economic projects so that they start by increasing the 
discount rate by a quarter of or haif of one per cent, 
In such a case you might have no reaction at all during 
a long time, or you might even have an inverse reaction, 
because people might anticipate that this is just the 
beginning of a more restrictive monetary policy. They 
may think that a quarter of one per cent is clearly too 
little, and expect that after a time lag the central 
bank will discover that it is not enough and that the 
rate later will be raised more. ‘The result tends to 
be that investment and borrowing are accelerated. 


In that case you may thus get an inverse or negative 
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lag when the policy creates the wrong kind of 
anticipation. | 

What was interesting from the point of view 
of the Swedish experience that I verérred to, and what 
the interview studies show , is that if you make your 
policy changes drastic enough the anticipation will 
support the policy. High investment taxes and severe 
credit rationing cannot last long , so that people who 
could postpone investments did so rather than pay the 
investment tax of 12 per cent or get their financing on 
the grey markets at high cost and great risk, Those 
entrepreneurs, if at all possible, would rather wait 
before making investment or they would cut down on their 
investments in inventories. The latter happened to 
quite an extent, In order to finance fixed investments 
some entrepreneurs realized on inventories, When that 
happens you get good results because that means less 
pressure on the resources of the economy. 

My point here is that the concept of lags 
should be referred to the size of the change in the 
monetary perimeters in question. My opinion is that 
if you make a drastic change in a boom such as developed 
in 1954 and 1955 you get efficient results. If the 

authorities in Sweden had made only some slight 
change in the discount rate and in the general monetary 
policy the boom might even have been stimulated during 
1955". \ 

I think this experience ‘is interesting also 
from the point of view that you often hear of 


economists who do not believe in monetary policy 
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saying that a needed drastic change in interest rates 

and in other policy measures in the monetary field will 
create a crisis; that they will create a collapse of 
investment. That did not happen in ceadnal There was a 
12 per cent investment tax plus an increase in rates of 
interest so that the cost of money went up by 13 per cent 
over the year -- and that was drastic -- but the collapse 
did not occur, Investments stayed at a stable level, 

If the Swedish authorities had done these 
measures in 1957 just at the top of the boom when 
international market conditions were deteriorating 
-- if we had been silly enough to introduce these 
measures after waiting so long -- then a catastrophe 
might well have occurred. There might under those 
conditions have happened a drastic cut-down in investment 
expenditure, 

Timing is very important when studying lags 
and studying the effects, I do not know if I have answerl- 
ed your question. Perhaps I have answered only 2 part 
of it. 

COMMISSIONER LEMAN: I would like to refer you 
to a statement you make at page 16 of your memorandum: 

"There has been relatively good 

success with policy measures aiming 

at. counteracting recessionary tendencies. 

In a way, this has been an easier part 

of policy that the restriction problem 

during inflationary booms". 

PROFESSOR LUNDBERG: Yes. 


COMMISSIONER LEMAN;: Why do you believe that 
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PROFESSOR LUNDBERG: well, that is an 
evaluation. You | we succeeded in Sweden in the 
boom of 1955-57 in stopping the Nee a boom in 
industry, That is correct, That was a relative 
success, We did not succeed at all in preventing prices 
and wages eich rising, and we did not succeed, phates 
in preventing an excess demand for labour and for goods 
during that time. I mean that there was only a relative 
success. It could have been worse. We were more 
successful, perhaps, that some other countries, and it 
was important that we learn a little about the sensitivit 
of the economy to measures of this nature. But, on the 
other hands, I think that we were more clearly successful 
-- this is on the other side, of course -- in getting 
a counter-balancing effect during the recession of 
1958-59. 

I think that the most remarkable feature 
of the Swedish economic policy experience during the 
post-war period is that we succeeded in getting an 
investment boom during the recession. I do not know 
of any other country that has succeeded in that, 

of course, that was partly an effect of 
pulling down investment during the boom, so the periods 
should be looked upon combined. You are right in that. 
I could not just say that this success during the 
recession was independent of what had been done during the 
boom. The results are, of course, inter-dependent, but 
I think that when compared with other countries, and seeing 


the recessionary forces at work on the Swedish economy, 
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sweden was remerkabl< In getting an increase in industria 
investment of 15 per cent from 1957 to 1958, and another 
increase of 15 per cent from 1958 to 1959, just by 
taking away restrictive measures that had been in force 
during the boom period of 1955-57, and also using the 
investment fund technique. That also played a role. 

COMMISSIONER LEMAN: So that you contrast in 
your memorandum the measures that were taken in the 1955-5) 
boom with those that were taken in the 1959-61 boom, 
and the latter ones were of a different character and 
were much less pervasive in the sense that they 
implied less interference than was the case with respect 
to the first ones; am I correct in that? 

PROFESSOR LUNDBERG: Yes. | 

COMMISSIONER LEMAN: Is that due partly to- 
the fact that you did not like some of the results of 
the measures taken in the 1955-57 boom, or is it because 
you then thought that the character of the 1959-61 


boom was quite different from the first one? 
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PROFESSOR LUNDBERG: I think the second 
statement of yours is more correct, From the point 
of view of dampening the boom the measures during 
the 1955-57 period were relatively cas aewinenis but 
from the point of view of growth and productivity 
development of the economy in the longer run it was 
a dangerous policy. 

This dampening down of investments in 
private industry during the boom —s really, that 
the volume investments in 1957 were not higher than in 
the previous boom of 1951. We discussed that 
heavily in Sweden and I among others criticized the 
policy, From the growth point of view, in the 
longer run it was dangerous to keep down investment 
in private industry for such a long time by means which 
were effective for dampening 2 boom but dangerous from 
the growth point of view. 

During the second boom, from 1959, government 
authorities were aware of the fact that it would be 
dangerous, again, to let private industry carry the 
burden. They were aware of the fact that changes 
in the ssbeett market were very impressive and that the 
Swedish industry had to adjust itself to the coming 
European market and other changes in the export 
markets; and we were afraid of getting behind in the 
rise of productivity in the other countries. It 
would be better with these sevanesuaves 
to use the same type of measures and just to clamp 
down on investments in industry. 
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that during the time 1959-61 they were more restrictive 
as to govemmment expenditure and tried to restrict 
communal expenditure to a certain extent, so that 
restrictions on private investment in ananetey could 
be very limited. In a way oné can only speak of 
the low effectiveness of monetary policy during this 
time, because the method of squeezing liquidity out 

of the commercial banks and putting on the stringent 
monetary policy, with rising interest rates and a 
certain amount of extwadink® had hardly any visible 
effect we can now see on private investments during 
that time, and the boom was not interrupted up to 
1961. I think that was a "suecessful failure" if 
that expression is allowed, and we are not quite clear 
as to what extent it was intended or was not intended. 
Anyhow, here you get a good example of what you were 
asking about in the first question, that there was 

a long lag between monetary stringencies and an 

effect on investments, 

We are happy that investments in private 
industry were relatively undisturbed, and we developed 
in the traditional fields and the productivity 
increased in the Swedish economy generally. But 
here you have an example of a long 1ag of squeezing 
money out of the banks and, again, the effects on the 
industry. That was in contrast to the drastic 
measures taken in 1955. 

This kind of policy was apparently intended, 
as people were aware that it would be dangerous to 


deter private investment of industry, of the type and 
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to the degree that it had been done in 1955-57. 

COMMISSIONER MACKINTOSH: In the earlier 
period the fault you later saw was that far too 
drastic a contraction was placed on the private 
sector while the public housing sector was protected 
from it; and the difference between the two was 
largely the difference in approach to those two 
sectors? 

PROFESSOR LUNDBERG : Yes. There is the 
risk that the policy will be too effective. G. 
think the experience in 1955-57 is very interesting, 
but it was disturbing in a sense, We dampened the 
boom, but it was on the cost of long-term productivity, 
and we could not risk to have that type of dampening 
again, There are always interactions between the 
short and iong term, of course, in this respect. From 
the point of view of government expenditure the infra- 
structure of the economy had been increasing rapidly 
in relation to other fields during a long period. 
Then the government was more able to cut down and 
Limit expahankenw’ in those fields. That was one 
aspect of it. At the same time they were aware 
that because of development in the international 
field Swedish industry should not be too disturbed 
by a repetition of the measures taken in the 1955 
to 1957 period. 

Also, I should add -- and that is an 
important aspect that I forgot to mention before -- 
that the difference from the previous boom period 


was also that in the period 1960 to 1961 the government 
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aimed at dampening consumption expenditure by 
introducing an expenditure tax sos little over 4 

per cent, That was, of course, a great difference 
from the previous period. The Se eviane to have 
the private investment sector more undisturbed and 
have more of the anti-inflationary policy directed 
towards private consumption and government expenditure. 

COMMISSIONER MACKINTOSH: Did this LoeeY, 
to any degree, from a view that the later boom had 
a somewhat different pattern from the earlier 
boom; that consumption expenditures were a bigger 
factor in the later boom; or was it just that 
you wanted to spread the pressure over more of the. 
economy? 

PROFESSOR LUNDBERG: I think the second 
statement is correct, that we wanted to spread 
the pressure over more of the economy. 

THE CHAIRMAN: During the 1957 to 1959 
period when, you said, you got an investment boom 
during the recession, at that time was the demand 
for Swedish exports strong? 

PROFESSOR LUNDBERG ; It was weaker than 
it had been during the boom, but the export volume, 

I think, fell by one one per cent, or something like 
that, during 1958, and started recovering in the 
middie of 1959 very rapidly. In the long term view 
the export picture was very optimistic. 

THE CHAIRMAN: That would have had quite 
an effect on improving the situation? 


PROFESSOR LUNDBERG: Yes. 
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THE CHAIRMAN: Lam wondering to what 
extent it was due to the monetary policy applied, 
or to what extent it was due to a steady demand which 
had the prospect of improving? 

PROFESSOR LUNDBERG: I think it is both, 

THE CHAIRMAN: I suppose it would oe 
yes. 

PROFESSOR LUNDBERG: I presume the policy 
with regard to investment funds will be discussed 
later, But this part of policy of making 
entrepreneurs invest during a recession and having 
them postpone investment from a boom period to a 
recession period could only occur if they were 
optimistic about the future. Management have been 
expecting increased demand for export seen and 
in the home market in Sweden. They must be 
confident in future expansion prospects otherwise 
we would not get this type of reaction. The method 
is just to postpone the will to invest from the boom 
to the recession period and therefore counteract it. 
The recessional forces in Sweden have referred 
primarily to the exports and to inventories. In 
foreign countries there are heavy fluctuations in 
inventories of Swedish export products. When there 
is an inventory recession and not a general decline 
in demand you can preserve long term optimism. In 
fact, during the recession people were glad 
government policy had helped them to invest during 
a recessional time, when the availability of steel, 


cement and other products means that their investment 
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costs were lower than if they had made their investment 
during the previous boom. This kind of help aud} 

in a way, appreciated, But it depends very much on 
optimism in future development. 7 

COMMISSIONER MACKINTOSH: This was a 
matter of taking out postponed investments in a 
eeenhews in which you had a very strong growth 
trend. 

PROFESSOR LUNDBERG: we have not had a 
very strong growth trend in Sweden, but a moderate 
growth trend. of woturwes that depends on what 
you relate it to, There were expectations and 
confidence exhibited of expanding markets and full 
employment, and there was a drive on mechanization 
and cutting down costs; and that sort of investment 
was necessary because wages were rising rapidly. 

COMMISSIONER MACKINTOSH: "Moderate" is 
a relative word. A moderate growth trend would 
look very strong to us in the last few years, 

COMMISSIONER LEMAN: I am trying to 
understand a iittie more precisely why you lack 
confidence in the more traditional approach of 
squeezing through the bank system. Is it because 
you do not think you can have a significant enough 
rise in the cost of money, or because you find people 
get around the barriers you put up. Do people 
learn to get around the obstacles you put up? Is 
that partly the reason why you get more lags and 
lack of effectiveness? 


PROFESSOR LUNDBERG: This, again, depends on 
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how drastic you are as to policy. When we had the 
credit rationing measures in 1955-56 we got, according 
to the interviews, half of the total effect of 
dampening down investment from this powsey instrument, 
Investment tax took over the other haif. So credit- 
rationing policies, with ceilings and liquidity 
arrangements, and all that, had an effect which 
was quite large during that period. That is an 
example of possible effectiveness when using the 
measures drastically, But in the 1960-61 period, 
when the measures taken were not so drastic, the time 
lags were long and the effects were hardly visible. 
We carried out no interviews to stucy the effect, 
but perhaps if you had interviewed at that time 
investment might have been still larger than 
actually came out. But we know too little about 
that period, 

Also I should mention -- and I think I 
do say in my memo -- that conditions during the 
fifties were more difficult to manage by monetary 
policy means than we think they will be urine the 
sixties, as we look at the sixties now. The 
inflationary anticipations were very strong in 1954 
to 1957, when people were just geared toward 
the anticipation of rapid inflation and profit 
prospects were high and markets were booming. Then, 
people did not caré so much for the cost of investment. 
It. is very difficult to manage and prevent high 
booms by policy measures, and we have then to use 


quite drastic means, But as we look at the 
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sixties with, as we discussed before, the expectations 
of inflation much lower, and with much less of 
security among management as to markets expanding 
with greater fear of excess capacity, with more 
international competition, and all that, and with 
less possibility of self-financing because of the 
profit squeeze and higher dependence on the banks 

and capital markets, then the economy will tend to 

be much more sensitive to policy changes than it 

has been before, We have no real experience of 
this, but that is our hunch, So we may not need 
to take so drastic measures as we did in the booms 

of the 1950's; but we have not had any experience 
that I can present to you about these prospects 

for the sixties, However, the atmosphere is 

quite different now, and the dependence of 
corporations on outside finance will be higher and, 
therefore, the sensitivity to monetary policy changes 
will probably be greater, 

COMMISSIONER LEMAN: So, in effect, 
you did not mean to generalize about the lack of 
effectiveness; it depends on the circumstances? 

PROFESSOR LUNDBERG: Yes. 

COMMISSIONER LEMAN: Again, talking 
about what happens when you use monetary policy 
measures of the known direct interference type, 
the more general type of credit squeeze, did you 
experience in Sweden some shifts in the way credit 
is obtained in the economy? In other words, 


have you had the type of thing that has developed 
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here, this growth of what we call near banks? When 
you put the squeeze ate on commercial banks do you 
find that gradually, if you give it time, people 
will develop other means of getting their credit? 

PROFESSOR LUNDBERG: Yes, we have had 
that experience, but I do not think to the same 
extent that you have had. We have not that. type 
of trust companies and instalment companies 
receiving deposits and being free from regulations... 
that you have had here and in the United States, 
The big corporations having excess liquidity 
as deposits in the banks can also act as near 
banks, and they did so to quite an extent during 
1955-57, and again now, during 1959-61. They 
will use their surplus deposits to help those 
people delivering goods to them, parts of equipment, 
and so on -=<- 

COMMISSIONER GIBSON: Suppliers? 

PROFESSOR LUNDBERG: Yes, suppliers. 
That will happen to quite an extent so that you 
will have a more effective. use of surplus of liquidity 
in.times, like.these, That is a smoothing kind 
of reaction to stringent policy. That is 
quite good, but it is also making policy measures 
much more effective. 

We have also had experience, being a 
small country, that the import of capital from 
abroad has been interfering with the efficiency of 
the monetary restriction policies, Exporting 


companies have been able to get liquidity or 
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payments more quickly when they are in a squeeze than 
they otherwise would get. They have connections 
abroad and will be or will try to be paid more 
quickly than otherwise would be the pone In the 
same way, some import firms in other credit markets 
will get more credit for a longer period then 
otherwise would be the case, We can also see 
from the balance of payments, that our exchange 
reserves change more rapidly than ought to have 
been the case, according to the current items of 
balance of payments, indicating some kind of 
capital imports during times of credit stringency 
in Sweden, That had a limited effect, but that 
was a sign we have not complete autonomy, either, 
over monetary policy. So we have that kind of 
difficulty in Sweden, of making policy effective, 
because of the increasing velocity of deposits 
inside the country, and also some imports of 

credit from abroad. 

COMMISSIONER MACKINTOSH: May I ask if 
you have a good deal of control over extensive 
capital movement? 

PROFESSOR LUNDBERG: Yes, we have, but 
for the short term capital movement it can never 
be effective and it is not meant to be effective. 

refer 
The controis/to the issuance of bonds and buying 
of Swedish shares, \ But as to the short term 
capital movement of credit on imports and exports 
there is no control of that nature. 


COMMISSIONER LEMAN: In your memo you 
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explain that long term capital imports or exports 
have not played a significant role in the Swedish 
economy post-war, Is that just a fact, or part 
of a policy to discourage any such long term 
capital movements in or out of Sweden? 

PROFESSOR LUNDBERG: I would say it is 
part of the policy. If we had had a real, big 
savings deficit and consequent need of capital from 
abroad, because of very ambitious investment plans, we 
would have, I think, seen to it that we have got 


capital imports from abroad. 
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Norway has done that to quite an extent, Norway 
receives capital imports from Sweden, and to a certain 
extent from other countries for investment in 
shipping, for instance. But, in Sweden we have 

not considered this as a need for the country. 

Before 1913, before the First World piste 
Sweden was a heavy capital importer for construction 
of the railroads and housing and the building of 
the cities, but since then it has not been, and 
during the 20's we were net capital exporters, 

Sinee then there has been no real great discussion 
in Sweden about this. We feel, rather, we should 
be capital exporters to under-developed countries, 
In our last five-year plan, a certain part of our 
savings has been allocated to net capital exports, 
especially thinking of developments in under- 
developed countries. But, we have no plans 

of relying on capital imports. 

COMMISSIONER LEMAN: You described earlier 
that according to your concept the growth factor in 
Sweden had been what you call quite moderate: do 
you think capital imports would tend to raise this 
rate somewhat, or not? 

PROFESSOR LUNDBERG: I think it could, 
yes -- possibly, yes. We could develop certain 
sectors of our industries, especially if we have 
direct investments, as you have, for instance, from 
progressive German and French firms. I assume 
we could accelerate the growth in this way. But, 


we haven't considered that; we haven't thought it 
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necessary or that we needed that kind of impulse from 
abroad. 

We have American branch plants and other 
countries to a limited extent in certain fields -- 
in the chemical industry and in oil -- but it 
plays a very minor role. We have not really 
found we are in a bad position as to difficulties 
of carrying out our growth policies in Sweden. 

in gheanes when we are discussing 
associating ourselves with the European Common Market, 
there has been a discussion about free capital 
movements and the goodness and the badness of having 
that, and Swedish opinion is very divided. You 
will find a lot of people afraid of having Swedish 
corporations governed by people in the Ruhr hiberict, 
or wherever it may be. On the other hand, 
people have thought such capital imports and capital 
investment would be a good balancing factor against 
the socialist government ; it would be less able 
to do things because there would be capital flight 
from Sweden. 

What really happens is that the 
uncertainty if Sweden will be associated, and the 
uncertainty of whether the United Kingdom will be 
associated, is that a number of big Swedish 
corporations establish branch plants on the Buropean 
continent, just as \the Americans do, and that is 
also being discussed as a capital export that 
might mean some difficulty in regard to a full 


employment policy in Sweden. 


Paso ' Aa 
x oe _ er ed 
WY plow’ — . 


SoA 2 BS 


i id 
mori seluqmit to bald isdt bebeeq sw tsdd to yusessoon 


atk Bi ‘oss sebsetda 

tod3o0 bas eiasiq donsid aSoltemA svsd eW. «. 2-406 

~- ablott atsdise mt dmetxe bedimts sof eetrdavoo 

vi od -- {fo mi bas yalenbak Lsotmedo. edt ont 

yilses Jon svsd sw  .8fo% tonim ytev s eysiq 

BeldIpoltiih oF a8 golttkaoq bed 8 at e178 saben 

-Y9bowe mat eeihelieon davwo%g avo tuo gatyursos to 
eailegyoalh eas ow asdw siete at 

J exTSM Aommo) mseqoive odd dilw eevisaxwo gabtstooges 

{[stiiqso 98"t Jwods moleawoetbh s. need esn suedd 

agivsda To essnbsd oad bas eeenboog edd bas ednomsevom 

yOY -bobivib yrev ak aolatqoe datbowe bas ,isdd 

faibewe saived to bisxis elgoeq to dol s. bat? LLkw 

,JolvdaldS ude odd at elqoeq yd bearevoy eno tistoqgios 

,oaaed tedto eft nd .9d ysm dr sevetedw to 

istiqso bes atyogmi Lsttiqsos cove ddguods svsed siqosgq 


Janisgs totosi gatonsisd boog sed bivow doom daevat 


sids easi od bisow tt cunemnrrevoy_ vetistoog edt 


Jagilt [stiqso sd bivow ened? seysoed egnidd ob of 
-nebowe mort 

edd dsdi at anegqsd ylisor tsdw 
odd bas .betstooees ed ifkw mebews tL viatstroong 
od [liw mobaniy bodiay edd sendedw to yviatstreons 
daibewe afd to tedmun s tsdt at ,betstooaas 
mssqoma edd mo elasiq donsid ininiieiiant anoliIstogros 
aft dsdd bas .ob easotremA odd es tent .tnentinos 
tsdd Jxogxe [siiqso s es bexewoalb yatod oals 


fivt s of bisget mi yIluoltttb emoa asem doyim 


-mabewe ak yotlog Inemyoiqme 


=e. - - ? 
he. = © _ _ Py 


Nethercut & Young - eo . 


Terente, Ontario 

We are more aware of the problems you 
raise now than we were wer de but we have not 
taken, I think, officially any stand on these very 
big issues. We have not felt the nea for net 
capital imports. According to the expression of 
Swedish opiniva, you will find in the last five-year 
plan, that was published last fall, that there was 
an item of net capital exports as an expression 
of what we consider a reasonable attitude towards 
these problems, 

COMMISSIONER LEMAN: But is it because 
you feel it would interfere with the effectiveness 
of control measures, or is it mostly an attitude 
of a more nationalistic character? 

PROFESSOR LUNDBERG: The word "we" is 
very difficult in this connection. We are not 
any "we" in Sweden on our opinions of this very big 
issue, As I said, there are lots of people in. 
private business who would like it, from the point 
of view, that it means the socialist government will 
be less dangerous than it otherwise would be. iD 
we are more integrated with the Buropean common 
market the government will have to have in Sweden 
a taxation policy that perhaps will be more in 
conformity with Mr. Erhardt's views, and that would 
provide for elbow-room for private business. 

On the other hand private business would dislike 
4t at the same time when they think of Swedish 
corporations being bought out by Ruhr firms, and 


they do consider that a possibility. So, it is a 
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schizophrenic attitude, and there is no settled 
view, Of course, in the long run we know we will 
be good Europeans, anyway, and we will be more or 
less integrated, but the transitional period will 
be difficult, and I think the reaction of the 
majority of the people is nationalistic: "Sweden 
is for Swedes". We have a policy set up of 
a nature that is very different from the policies 
in Italy, Germany and veinbile which we would like 
to preserve; that is, the majority ee and we 
do not like to be disturbed too much. 

COMMISSIONER LEMAN: I can understand 
why there couid be different opinions in the country 
etc., but the fact is that you do have a control 
of iong-term capital movements. 

PROFESSOR LUNDBERG: Yes. 

COMMISSIONER LEMAN: What are the 
criteria used in administering this control? It 
must be a policy measure, and there must be criteria 
used in allowing certain capital movements? 

PROFESSOR LUNDBERG: Yes,,,. bhe, criterion 
is that we need no capital imports and that 
Swedish shares should not be bought up by foreign 
holders. That is the attitude now. I was 
discussing more the prospects of a change in 
attitudes that might be one condition for entering 


the European communion. For my personal part, 
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and many Swedish people in the academic field weuld 
Say the same, we would like to have more of the 
Viking attitude, entering the European scene as more 
or less full members and trying to change Europe 
according to our patterns. I think that would be a 
more positive view, and there are progressive forces 
in the United Kingdom and Germany and other countries 
that would make it very feasible, and I think that 

is a more positive point of view than trying to protect 
us from influences we consider bad just for the time 
being. Everything is in the flux of change, and the 
Europe of Adenauer and DeGaulle is not the Europe 


of 10 years ahead.WéeH@ve to take’ part in’big ¢hanges,and 
— 


if we are members, together with other countries, we 
would have more possibility of shaping’ thém according. 
to our own ideals ‘than if we were standing outside. 
However, the discussion is very vivid now in Sweden, 
and it will become more so. 

COMMISSIONER LEMAN: This may be a slight 
deviation from the main subject of effectiveness, 
but you have a sentence near the bottom of page 6 
which I will quote: 

"A conscious wage policy is also part 

of the scheme, aiming at economically 

justified wage relations." 

You referred to that a little earlier. There 
has been a lot of discussion in North America about 
the adequacy of measurements of productivity, especially 
in discussions with labour groups etc. Do you feel that 


in Sweden you have arrived at satisfactory measurements 


bivew blelt stmebsos ent at elqoeq fe rbew® vem! bis —— 
edt to stom eved of oxXff biuow ow (omse ond Use aa 

eTom BS Ssne0e nssqowwH ont antretme .ebadidds gatwttv 
Sqorws eensds o¢ gniyid pas eredmom [fut seol to 

8 ed bIvew tadt’ antdd IT vanretiseq tno ot gntbtocos 

- gs0tot oviaegetgo0tq sis Stedd bas .wetv svitileog e7om 
astitayos tedtoe bas yasmis) bas mobgaly bed iau eet rt 
tedd Antdd I pas cofdtaset yrev tf solsm bilyow tant 
toetorg oF gatyrd asdt weltv to tnteq evitteoq stom s et 
omit odd tot teut bad tebtenmos ew esomeultat mott ey 
edt bre .egnsto to xwIt eit At at gniddyreva ~ sated 
Sqotus edt gon et elivsped bas tsyusmebA to eqoiwd 


bes .2ognsds. gid’at dveq ‘Sas? od s¥BM" SW. bseds ersey OF to 
angen 


ow .eotrtnuoo servo cttw Sted _evedmem ots ow tt 
QniGoos Hoa cgatgqede *o qutiftdteaoq stom ever biyow 
.oblajyo agnibasta sxow sw tt madd elssbt nwo tue o¢ 
.mesbewa at won biviv yrev et noteavoatb edd ~TS9vewoH 
.08 stom omoosd [f{fw oI Ons 

sryife s sd ysm eld? <:WAMSI ANMOTASIMMOD 
,2esnsvitostts to tJosidwe afam edd mort metisiveb 
Q 9gsq to mot¢ted edt teen sonetnee 8 evan voy tud 
 ¢etoup [ftw I dolfdw 

trsq oafs et yotleq sxsw evotoendo A” 

ylfsotmonoos ts gaimts .emeroa edd to 

" enotisior oxsw bettivent 

etedT .setiuse oltstl s tent of bertete: voY 
tuods sotvemA détoM nt mOtesvoetbh to dof s meed asd 
xifstosqas .ysdivitosborq to ednemeiuesem to yosuypebs eat 


dsdd [set yoy of .ots equoug wwodsl dtiw enoteavoetb at 


Nethercut & Young - 4285 - 


Toronto, Ontario 
of productivity in all important sectors? 

PROFESSOR LUNDBERG: No, I am sorry we have 
not, and we can never have that; it is impossible. 
We have not shaped our Swedish industry in such a 
way that manufacturers produce goods that can be 
measured very well in quantity and quality. But we 
would not like to have a policy of shaping Swedish 
industry in order to get good measurements in 
statistics, That is too ambitions an aim and would not 
be accepted by the Swedish people. 

When our big electric plants create 
generators of a tremendous size, the bubbmnebquata 
so on, and quality and efficiency changes, and you 
have to weight this volume with other engineering 
products and compare that with the imput factors of 
labour and capital, you will never get a good measure 
of productivity. Our ways of measuring are not 
good and will never be, But, I think it is the 
same if you take a human eye or ear: what we hear 
and what we see is a very distorted and limited part 
of reality, (Phatois acfact, isn't it? ‘Statistical 
observations and techniques are just another way of 
observing reality that is very unsatisfactory from 
many points of view, just as the eye and ear, We have 
to use that means of observation and kind of 
communication when discussing economic development 
and productivity. \ We need these very inefficient 
instruments to get a picture of what is happening, 
and we use these instruments of communcation and 


measuring progress and so on, and relative progress in 
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in different branches of productivity. We try to 
improve on them, but the measures will never be good, 
but they are enough for carrying on sensible discussion 
between people. | 

COMMISSIONER LEMAN: I understood you earlier 
to mention the fact in certain industries productivity 
can be measured a little easier than in sinkadiies 
but in Sweden due to the pressure groups and high level 
of organization of labour there has been a tendency 
to equalize wages all over the country. In your 
brief you mention this means, for instance, that 
industries and firms with low productivity should not 
be subsidized by having relatively cheap labour. -But, 
this equalization process, in effect, is a different 
form of subsidization, isn't it, on various sectors of 
the economy? If you artificially maintain wages in all 
sectors where the productivity does not justify ie 
you are subsidizing something, aren't you? 

PROFESSOR LUNDBERG: No, that is not my view 
on this issue. It is an important problem and it is 
a philosphy that has been much discussed in Sweden. 
This problem has nothing to do directly with measurement 
of productivity. It is a kind of economic theory 
about how the economy operates. The simple thought 
behind it is that if firms and corporations in the 
different branches of activity of the economy operate 
and make their profitability calculations, and alli that, 
on the basis of uniform costs of the factors of 
production over the whole economy, then there is a bette 


chance of efficient allocation of our resources in the 
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direction of getting maximum productivity result than if 
there is very unequal price of capital and labour in 
the different sectors of the economy. 

If, for instance, to take an ne oy the 
engineering industry which in Sweden has the best wages 
and is very highly productive from this point of view, i 
investment people in this industry base their 
calculations on twice as high wages per hour as the 
marginal firms in the textile industry, then I think 
that allocation of labour between the industries would 
be less economic than if they had to pay the same price 
for the same quality of labour in the two branches of 
industry. If you have the wages for the same type of 
labour in the marginal textile firms in relation to wage 
in engineering then the textile firms will be able to 
operate on these wages and keep on labour with a very lov 
productivity, with a very low added value. But the 
best engineering firms, paying twice the wages, have to 
have twice the productivity in order to keep labour on 
and use it in their application. If we, therefore, 
equalize wages so that the textile firms have to pay the 
same wages as the engineering firms, then @ number of 
textile firms would say, "We can't pay these wages, It 
4s too expensive. We will have no profits. We don't 
have that type of effective machinery, and so on", and 
they will have to dismiss workers .«. Under. full employmen 
conditions in the economy these workers will be taken 
over -- if it has the right kind of skills -- by the 


engineering firms. Then you will get an addition to 
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the productivity of the economy as a whole. If the 
textile industry paid haif the wages and had very small 
profits, and then these wage earners are transferred to 
the engineering firms paying twice as wits ite this transfer 
of labour will make an addition to the productivity of 
the country that will not be available and apparent when 
the manufacturers make their calculations if the wage 
differentials are high. If the wages are much lower in 
the textile industries, these industries will be sub- 
sidized at the cost of the high productivity engineering 
firms. It is from this type of philosophy on the effect 
iveness of the price and wage system that we get the 
pasis of the calculations of productivity, and these 
profitability measurements would be able to show how bes 
to allocate resources, Such calculations can help in 
mobilizing the labour force so as to shiftrit».toithe 
expanding trades. 

COMMISSIONER GIBSON: Is there an incentive 
to move labour from one to another? 

PROFESSOR LUNDBERG: Yes, that is an importan 
abgues From the discussions on that issue during 
previous years -- and aliso in other countries -- you hav 
to have a high wage differential in order to make worker 
move from the textile firms to the more productive eng- 
jneering firms, and only if there is a high wage aiffer- 
ential will there be reasons for workers to move, All 
studies show however that there is very little incentive 
for moving -- that people won't do it. American studies 
by a number of people have shown how 1ittlie incentive 


there is for people to move from low wage industries to 
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high wage industries as long as they have employment. 

That is a weak argument for having wage 
differentials. If such incentives work rather badly and 
with low efséctiwaness} we consider the athes aspect of 
the problem of having the same price for the same quality 
of labour ail over the economy as being much more 
important, and then using other means of making people 
move. I mean, the best way of making people move is 
squeezing an industry, and that is a more rapid way if 
there are opportunities of being employed in other 
industries. According to our views and experience 
that is a much more effective set of instruments to make 
labour move and shift from low productivity to high 
productivity than a wage differential between occupations|, 

If we squeeze the textile industry in this 
example by pulling up the wages more in parity with 
engineering industries, and then if we have an active 
labour market policy, making it easy for those people 
having become unemployed to shift over to engineering 
industries and paying them for travelling over there 
and establishing themselves and getting a house, and ail 
that, that will also -- and having labour exchange 
offices that keep all the information -- that will be 
a more effective instrument of creating that shift of 
labour source from low productivity to high productivity 
than having wage differentials. 

We have certainly not reached that kind of 
perfect level of complete wage parity over the whole 
economy. There are lower wages in textile industries, 


and according to the statistics we have wage 
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differences between the lowest and the highest in the 


Swedish industry -- it is between 80 and 105 or 110 (100°. 


= average) -- if we don't pay attention then to the 
difference of frequencies of various ktne in the 
different parts of the industry. It is a rough measure 
that shows that we are relatively far away from parity 
employing exactly the same wage for the same skill in 
the different trades. But in relation to what I see 
in your statistics here, and in many other countries, 
this is much closer to parity than in most other 
countries, The trade unions in Sweden carry on a 
conscious policy of reaching this aim of parity. 
However, as I said in the beginning of this 
hearing, the engineering industries for instance, are 
responding rapidly and are having new mechanical devices 
and are having rapidly increasing productivity and 
wage rates are always taking rapid upward slides, tending 
to go ahead with higher rates than in other branches 
of industry, so it is difficult to catch up. It is 
heavy work for the people in the older branches, the 
trade unions of the textiles and the leather industries, 
and so on, to really squeeze their own branches of 
industry, pointing at the rapid development of wages 
in the engineering and the wood industries and create 
unemployed people in their own branches of activity. 
It is a dynamic development but parity of wages is a 


static concept. 3 
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COMMISSIONER BROWN: Would the same 
philosophy apply to the narrow margins you mentioned 
earlier existing between the skilled and unskilled 
labour? | 

PROFESSOR LUNDBERG: Yes. During the first 
port-war period there was a policy of trying to 
squeeze these differentials between skills. You 
know, the Swedes have a very strong feeling for 
"justice" of a special kind, and unevenness of 
distribution is one of the things that our socialist 
policy and our taxation policy is aiming at 
eliminating as far as possible. In the trade 
unions the unskilled people have a higher number 
than the skilled, so there was a cutting down of 
the differential for the skilled people with bad 
effects as to the supply of skilled people. But 
the laws of income formation are stronger than 
the conscious policies of the trade unions in their 
efforts. When entrepreneurs are willing to pay 
and the scarcity of people having the skills is 
very great and the wage slides are very high, the 
skilled differentials have been increasing. There 
has been some efforts at job evaluations, as in 
other countries, to find some kind of what people 
consider correct changes, but there is a tendency 
of accepting market-determinedirather high skilled 
differentials now in Sweden. Not high enough 
according to some people's views, but higher than the 


ambitious were during the first post-war period. 
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COMMISSIONER MACKINTOSH: ichcetaasy 
the skill differentials in Europe have been very 
much less than in America? 

PROFESSOR LUNDBERG: That is right, 
and that is an expression of, I presume, partly 
conscious trade union policy trying to keep them 
down and partiy also the higher relative skills in 
America, 

COMMISSIONER MACKINTOSH: I think 
the original pattern came from the greater influx 
of unskilled labour as against skilled labour by 
immigration? 

PROFESSOR LUNDBERG: That is possible, yes. 
In America, you mean? 

COMMISSIONER MACKINTOSH: Yes. 

PROFESSOR LUNDBERG : Yes, I can understand 
that. of course, we would like to have less of 
differentials between skills than is the case, but 
I hope you people realize that it cannot be done 
by force, because skilled people contribute so 
much more to the productivity than unskilled. 

To stimulate people to acquire skilis, is a better 
way of trying to keep down differentials, so that 
the supply of skilled people increases in relation 
to the demand. Increasingly much attention is 
paid to vocational training, getting young people 
into schools of training and by such means getting 
a greater supply of skilled people. Workers 


know that the woe of becoming unemployed: is 
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1) «uch lower if they are skilled. 

2 COMMISSIONER'GIBSON: In regard to 

3 this policy of working fowards wage equalization, are 

4 you not possibly making a decision that the 

5 industries that are declining. are« going on declining, and 
6 industries that are advancing are going to continue 

7 advancing; in other words, you are adding force 


8 to the existing trend and you are preventing 


9 the readjustment or recovery which sometimes 

10 occurs, is that a fair statement? 

11 PROFESSOR LUNDBERG: I think that is 
12 very well expressed; I wish I could do as well as 
13 you do. That is really what we think is very 


14 necessary for having a rapid economic growth. 


15 COMMISSIONER GIBSON: Suppose that 
16 you are wrong and suppose that these industries 
17 -- some of them -- do not go on growing 


18 rapidly? 


19 PROFESSOR LUNDBERG: Yes, there. 
20| are risks but, you know, we realize that we are 
21 very human and make mistakes, and the thing is 


22 only that we rely upon the visions of private 


23 entrepreneurs in the vafious branches of the 

24 industry. If the private firms have expansion 
25 plans and are introducing new techniques and 

6 demanding more of labour for the markets they 

27 aim at developing then the government authorities 
28 accept their good judgment. I think the 


29 socialist government is reasonable to do this and 
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and they don't think they have a bettér insight 
into what is the growth possibilities of industry 
than the entrepreneurs have, } 

The government has to accept Ks private 
investment plans and the expectations of the 


rapidly growing activity and only try to see to 


it that the entrepreneurs in growing sectors of 


the economy get the kind of resources -- especially 
of labour -- that they need for expansion and 
this without scrutinizing the plans. I think 


that will help the growth in Sweden very considerably. 
It is a great help to growth to increase the 
shift of resources by putting pressure on the 
declining branches and firms -- making their 
difficulties bigger by a rise of wages over the 
Whole land. 
COMMISSIONER GIBSON: It isa 
pretty tough policy for the weaker industries? 
PROFESSOR LUNDBERG: Yesit is, 
but I can give you a concrete example. 
After the Korean war in 1951 we had 
@ recession, 2 slight recession in 1952, and 
this especially referred to the textile industry. 
That industry had been a growth industry during 
the first years after the war -- people needed 
clothing and the imports from other countries were 
at a low level, .)\ The textile industry therefore 
expanded their capacity very much during a 


tremendous boom. The textile firms drafted 
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1] labour and the government did not interfere with 

2| that process. It was not a lasting exh ster 
3/ and from 1952 on the industry came into a 

4 recession. When imports came in and import 

S| competition grew heavily prices fell and wages 

6] were rising,the textile firms were enim: and 

7| they demanded protection. This was a rational 

8] pehavior from their point of view. Textile people 
9| said that imports were dumped from abroad at too 
10 iow prices. The government didn't listen very 
11] well and the textile trade unions -- and this is a 
12| vemarkable thing -- opposed protection against the 
13] entrepreneurs, The trade union judgment 
14|)maintained that we don't like protection, we like to 
15] work in an efficient industry. I have used 

16] this example in Australia, to give effective 

17| contrast to the Australian pattern of behavior 

18] in a similar condition. When there are 

19] @aifficuities in the Australian industry coming 

20] into a special branch of activity then the trade 
21] union people, and the entrepreneurs in the same 

22] branch in an unholy alliance walk up to the 

23| Tariff Commission and get protection. The 

24] Australian industry tends to work along such lines. 
25 The Swedish trade union leader who objected to 

26 protection and said, "We like an efficient industry 
27 and not a sEseedteavaia®? is still a. leader. 

28 The employment in the textile industry went down 
29 to about 40 per cent in five years time, and the 
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workers could stand that because of their confidence 
in the full employment policy. cae eourse there 
were difficulties for the people in the textile 
industry in getting teeta: there céhunceadates 
difficulties. But as there was excess demand 
for labour especially in engineering and some 
other industries partly at the same places the 
unemployed were absorbed without much friction 

in new occupations. The engineering firms 

were happy to get hold of these people squeezed 
out from the textile industries, 

There was also new localization of 
engineering plants with regard to availability of 
textile workers, The labour board can give 
valuable information as to where labour is 
available, In Sweden we have a system that 
an industry hes to announce six months in advance 
before laying down a plant. If there is excess. 
demand you will find the engineering pjants as Ae 
try to locate a new branch plant in a district 
where slack in employment exists or is expected. 
So, I think that this squeezing out of labour in 
the textile industry during certain periods has 
helped the general productivity. I think all 
this in a way is approaching a liberal dream of 
a society that is efficient and where you make 
resources quickly available to high productivity 
and growth industries, But you are quite right 


that the engineering industry in the long run might 
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be making mistakes in the same way as the textile 
industry before. It might happen that the 
increased employment absorbed in the engineering 
industry is not a lasting project. The people 
expanding the plants are human and make mistakes, 
But we have to rely on them and the play of the 
free market, The people that work on the spot 
and look at the profitability prospects should be 
petter aware of the tendencies of the market than 


the government authorities, 


(Page 4299 follows ) 
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COMMISSIONER BROWN: In the 1960-61 oe. 
when you used monetary policies of a more general 
nature, was it your impression that it was availability 
of money that was the factor, or was it tie increase 
in cost of money, or was it psychology? There was 
a lag in these aatebik Shit as you have described, 
and they were not as effective as you had hoped at 
the time, but you were pleased they were not so 
effective. However, there must have been some 
effect. Which had the greater effect, or do you 
not have an opinion on this? 

PROFESSOR LUNDBERG: We really do not 
know very much about it. We have made no special 
investigation as we did in the 1950's about the 
effects. We have only the figures that show 
that advances from the commercial banks were rapidly 
going up during 1961, and that investment in 
industry was increasing. We do not know how much 
more investment would have gone up if these 
measures were not taken. I am sorry, I am 
not able to answer your question with greater 
confidence. I am sure, with respect to marginal 
firms finding themselves in difficulties as to 
financing their investments, that they had to cut 
them down, especially investments in inventories, 
in order to finance themselves when they were 
being squeezed. “\I think that investments during 
these years were lower than they would otherwise 
have been. How much was the effect from liquidity 


ratios, and how much from an increase in the rate 
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of interest is, of Sudawes very difficult to say. 

In the 1950's the rate of interest 
increased by one per cent and played a minor Poise, 
but that was only Aaeepal because the oe measures 
were so drastic, rene vers in 1960 and 1961 I 
think an increase in the rate of interest of about 
the same size had considerably more effect. In 
power plant tuveethent, for instance, the cost 
of capital plays a very important role. At that 
time also the market for electricity was more 
balanced than it had been during the 1950's. When 
you have a rise of rate of interest in a more 
balanced situation then you have a sizeable potential 
effectiveness on investment expenditure already 
at one per cent rise in the rate of interest -- with 
a time lag , of course. I think during the 
1960's, when markets are more balanced, interest 
rates will have a more important effect than they. 
had during the 1950's. But these are only 
hunches, and we have made no serious investigation 
into these possible effects. 

COMMISSIONER BROWN: I have one 
further question on commercial banks that comes 
out of your remark about inventory financing. 

During this period when we had a fairly consistent 
increase in prices and when, therefore, firms 

have required more \financing in order to carry 

the same inventory, has there been a permissive 


regular rate of interest in advances by the 
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commercial banks? 

PROFESSOR LUNDBERG: By 'permissive"” -- 
I do not understand that expression. 

COMMISSIONER BROWN: In oa controlling 
of the advances that are permitted by the 
commercial banks has the banks! cost of financing 
inventories been a factor in your permitting such 
increased advances? 

PROFESSOR LUNDBERG: No, I do not think 
SO. With the inventories and the price 
expectations you spoke of in the 1950's I think the 
increase in interest patio plays a minor role. 
It is really insignificant from this point of view. 
But, with respect to credit availability, if 
corporations have plans for investment projects 
and they consider them very important, and they 
continue these projects in spite of difficulties 
in financing them, then they will look to cutting 
down inventories and.getting some money out of 
them in order to finance the fixed investments. 
That has helped to a certain extent. It is not 
the rate of interest, but it is the availability 
of finance that will affect the invesntory 
investment during such inflationary times. But, 
you are also talking about the policy of the 
commercial banks themselves? 

COMMISSIONER BROWN: That is right, and 
the policy of the central bank in controlling the 


commercial banks? 
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PROFESSOR LUNDBERG: Yes, You cannot 
differentiate -- of course, The central bank can 
do very little or nothing with respect to how the 
advances that are renewed or that are atid being 
used are distributed. The commercial banks do not 
know this themselves. When they give an increased 
advance to a corporation they do not have detailed 
figures as to how the money will be used. The 
bank has confidence in the corporations, and it 
is up to the corporations to use the money in the 
best way possible. 


COMMISSIONER BROWN: I think you mis- 


understand my question. In looking at the 


increase in credit that is permitted by the 
commercial banks is the factor of the increase in 
price level taken into consideration by the 
authorities? 

PROFESSOR LUNDBERG: By the authorities? 
No, it is not. When they put a ceiling on 
advances for instance the central bank does not like 
to consider that prices will increase, The central 
bank would like to stop that increase, and, therefore, 
in real terms the ceiling would mean that the volume 
of advances outstanding would decline. So, from 
that point of view the authorities do not accept the 
fact of increased needs for advances just to cover the 
consequences of increases in prices. That would 
be almost the same as having them express an acceptance 
of inflation. 


COMMISSIONER BROWN: But they do accept it, 
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in eats do they not? 

PROFESSOR LUNDBERG: maa is quite another 
thing from saying: "Now, we would like to restrict 
bank advances, but we know that prices eiit increase 
so we will give you just enough to cover the rise in 
price'’, That would be the beginning of the end 
of a central banker if he expressed himself in that 
way. Of course, the commercial banks will complain, 
pointing out that what. the policy is doing when a credit 
ceiling is set is that as prices and wages increase 
there will be a greater squeeze on them than intended. 
They would say that, and of course the central bank 
authorities would retort: "Are we as good as that? We 
are happy to hear that you are complaining because it 
you should not be complaining then we would be going a 
pad job". The Riksbank would thus never use expecte 
price and wage increases as a factor in allowing a 
eredit, increase, They know that that will happen, 
of course, but they will not take it into consideration > 
in advance, When prices have increased and they take 
anew position after a year then they have to take 
into consideration that the price rises have occurred, 
and so shift their position. 

COMMISSIONER BROWN: So they do it post 
facto rather than --- 

PROFESSOR LUNDBERG: Yes, but not explicitly. 
You will never find it out in their statements, or 
anything like that. It is the ft respect to 
entrepreneurs pleading for more advances and more 


credit from the commercial banks. They will point 
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to the fact of higher values of inventories they have, 
and the waiting costs of the fixed plants they are 
erecting. They will say that investments are more 
expensive than they were last year and cian therefore 
they need more advances of credit and niener limits than 
they had last year. That attitude is natural and 
necessary, The commercial banks will understand the 
reasons, and if they have the cash they will accept 
the claims, but if they have not the cash then they will 
not accept them and will put on the squeeze, You tuow, 
much of the policy of restricting a boom will be in 
terms of not accepting the fact of the rise in prices. 
The fighting of a boom is the fighting of a too rapid 
increase in prices, But the fight usually is not ee 
effective. We agree on that, 

COMMISSIONER GIBSON: Has the government 
given any direction or advice to the banks, when 
the banks have had to engage in these lending processes, 
ase tovthe’ kind» of industries! that ought to get the 
credit. 

PROFESSOR LUNDBERG: Yes they have done 
that in a very general form. I. think it is the 
same type of form as in most other countries. When 
the Riksbank explains or makes statements to urge 
commercial banks and other institutions to hold back 
credit advances it then expresses a general view 
against speculative credits, instalment credits, 
and so on. The banks are told they should be 
especially shverna in those directions, and are told 


to favour credits for expanding export capacity for 
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instance, You will find such statements especially 
during the early post-war years, 

COMMISSIONER GIBSON: Do they get the same 
view from the trade unions that an ¥phitthd industry 
ought to get more consideration than a weak industry? 

PROFESSOR LUNDBERG: No. They know 
the commercial banks watch for that themselves, 
but you do raise an interesting point. These are 
just loose statements in a general way, and are 
statements which have not much effect on the carrying 
out of policy, but there have been interesting 
discussions in Sweden along the lines that you have 
just suggested, 

COMMISSIONER BROWN: I was merely bite: 
not suggesting. 

PROFESSOR LUNDBERG: Yes. The trade union 
people have been complaining that the commercial banks 
especially are protecting the weak industries in. 
Shade They say that the banks like to throw 
good money after bad money in order to help weak and 
unproductive firms in order not to lose money. They 
say that if the banks were more rude, and tried to 
see to it that there was more of failures and 
bankruptcies in the Swedish economy, by not granting 
credit to enterprises and firms that have not very 
good chances of getting along, then savings could be 
transferred to the \ more productive industries and 
growth would occur more quickly. *. Union economists 
have been attacking the commercial banks for not 


being "capitalistic" enough -- for not trying to 
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maximize their profits by withdrawing money from the 
pad firms and putting it in other directions. 

The banks answer: "How do you know? We 
think that this is a good industry or ee re the long 
run and it will get over the difficulties if we help 
them, We will take a chance. What will be the 
results if a corporation which is a customer to a 
bank finds out that when they are in financial 
difficulties the bank backs out immediately? They 
would not like to use such a bank, and that would mean 
a lower rate of progress." There is the fact that 
in Sweden the trade union eee have great 
confidence in the government seeing to it that there 
is full employment, and not much unemployment and 
accept a shuffling of labour from one firm to another. 
So they are not too much concerned if a bank carries 
on a rude sort of policy and brings the "bad".firms 
into bankruptcy. 

This is an interesting problem because there . 
might be cases where the commercial banks really are 
too slow and too kind to firms or branches of activity. 
So, I think this kind of discussion is useful and should 
go on. It is an interesting kind of duscussion, 
and I think the banks are right in answering that it 
is not as easy as it seems. If a bank thinks a 
firm is badly managed it may make it a condition 
for the renewal of\the credit that another man shall 
manage the firm. Things like that are done from 
the point of view of efficiency. 
Perhaps the Swedish authorities are rather 
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a unique siti ih aspects. When one looks at the 
American scene one gathers from their trade union 
people that all they are interested in is security of 
employment in such forms as a shorter 1eBRing avex. 
The workers like to stay where they are, and they do 
not so easily find opportunities for work in other 
places, The attitude in two such countries as 
U.S.A. and Sweden are quite different in these 
respects, 

COMMISSIONER GIBSON: This is a very 
interesting argument, and not one we have heard very 
much of here, 

PROFESSOR LUNDBERG: I think it is a useful 
discussion that is going on. My students, for 
instance, often come to this problem. They see it 
discussed in the papers, They often discuss the 
belief that the commercial banks are protecting the 
bad branches of activity and therefore praking/> the 
rise in the productivity of Swedish industry. if 
think the commercial banks are right in answering 
these problems in the ways they do, but I also think 
it is good for them to be irritated a little towards 
higher efficiency in the use of capital. 

On the other hand, we eouid like to see 
that the government does something towards making 
the credit market function with greater effectiveness. 
In Sweden we should not only look at labour and 
its efficiency, and increase its mobility with regard 
to the more effective firms. We should also look at 


credit and savings being distributed in @ proper 
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fashion, and having an effectively functioning credit 
market with high mobility. That is an important 
part of economic policy. The answer to that is 
partly: take away our credit restrictions. Take 
away the elements of direct control because they are 
hampering free play on the Swedish capital market. 
THE CHAIRMAN: We shall now adjourn until 
2215 psm. 


---luncheon adjournment. 
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--- Om resuming at 2.20 p.m. 


THE CHAIRMAN: We shall now resume. 
Professor Lundberg, I think we would be very much 
interested if you would give us some information 
about the constitution and powers and activities 
of the central bank in Sweden. I understand it 
is quite different im some respects from the other 
central banks. I may be wrong in that. 

PROFESSOR LUNDBERG: Well, I think that 
constitutionally it is rather different. ours 
is the oldest central bank in the world. 6 
came into being as a central bank in 1668; and it 
became, from the beginning, a bank constitutionally 
directly under the control of parliament. Six of 
the members of the board of the bank are 
appointed by parliament, and only one by the govern- 
ment. The constitution of the. bank was drawn 
SODBEE Tee the fact that governments are apt 

to misuse central bank power, for financing. wars 

and other escapades by printing money, and the way 
of government is thus to use the central bank 
for that purpose. Therefore, there was a reaction 
against.the government having the means of financing 


its own extravagances by means of the central bank, 


_~They wanted to guard against this by putting 


the central bank’ under parliamentary power and, 
constitutionally, it is still tha case. 
As I said, six of the seven members 


of the board are appointed by parliament, and the 
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seventh by the government. eet dics in inci 
especially under the conditions we have had during the 
last 35 years -- or how many years is it since 1932? -- 
30 years, with a socialist alain, or a close 
socialist majority, the government has also had control 
of the majority of the board. That means that the 
board has been quite close to the government in its 
general outlook. I can imagine, with this 
constitutional set-up of the Riksbank, that with a 
minority government, with a government coming into 
power after the socialists, there might be some 
disparity between the government and the central bank. 
We have however some experience that this formal . 
independence of the central bank can mean something 

to the policy carried out. The last time it happened 
was in the summer of 1957 when, during the boom and 

the pressure on the economy, the board of the Riksbank 
increased the rate of interest by one per cent, without 
consultation with the government. Of course, they 
were constitutionally within their rights in doing 
that, The government was mostly on vacation, and 

the board took the opportunity of doing this; but 

the result was that the chairman of the board, who 

is appointed by the government, was dismissed. The 
Governor of the Riksbank is however still the same man. 
That was a small incident of the independence of 

the central bank. \ Generally it has been the rule 

that the Riksbank consults with the government 


regarding major policy changes, 
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So, the constitution is one thing. The 
actual working is that the policy of the central Sauk, 
of the Riksbank, is closely co-ordinated with the 
government and therefore with fiscal policy. There 
is very close cooperation between the finance 
department and the Riksbank. 

There was discussion in Sweden, 
during the early post-war years as well as during 
the inter-war years, to the effect that the Riksbank, 
the central bank, should be responsible for the value 
of money to a higher extent than the government 
usually is, and that the Riksbank should pay special 
attention to this policy aim. The government's 
expansionary policy should be circumscribed and 
checked by the Riksbank, guarding the value of money 
by carrying out a stringent policy when the 
government is too expansive. It was thought 
that some government expansionist policies had to 
be guarded against by the Riksbank, and that the 
constitution should be made effective in practice 
by allowing the Riksbank to "fight" government 
policy. 

That was a theoretical thought going 
back in the history of doctrines, and had not 
much practical application, except for the episode 
in the summer of 1957. 

As I have already said, there is rather 
complete co-ordination of central bank and other 


government policies. The central banki/has its 
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current duties, but when there are bigger issues 
and problems involved they are always in close 
consultation with the government, and especially 
with the finance minister. This close alliance 
between fiscal and Riksbank policy was confirmed 
during the last years of the war, and during the 
post-war years, when Mr. Dag Hammarskjold, the late 
Secretary-General of the United Nations, was 
secretary of the finance department and at the same 
time chairman of the Riksbank Board, That was a 
sign of the close co-ordination that started during 
that time, Not having that kind of personal 
unification, it is still the same kind of policy: 
that is carried out. 

THE CHAIRMAN: As to the membership 
of the board, from what group of people does 
the government choose members of the board? 

PROFESSOR LUNDBERG ; The parliament 
chooses. 

THE CHAIRMAN: The parliament? 

PROFESSOR LUNDBERG: Yes, and they choose 
them from among politicians. 

THE CHAIRMAN: Do you mean their own 
members of parliament? 

PROFESSOR LUNDBERG : Not necessarily, 
not always -- no. I have even been a candidate 
myself -- not very willingly, as a candidate of one 
of the parties which would have liked to have me 


in, though I have never been a member of parliament. 
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It is the political parties, according to the weight 
they have in parliament, that see to it that their 
people are represented on the board, 

of hai, you know how politics works. 
It is a kind of remuneration for fine old men who 
may not understand much of monetary policy but are 
put into positions on this Roansedec and I am sure 
they learn a lot, Therefore, the Riksbank 
has a strong hand. They can put the issues, and 
the response from this board is very much along 
the lines of. the government having the power and 
seeing to it that the major decisions are made 
along the lines of the general government economic 
policy. I am sure you will understand they are 
not presumed to be experts at all; it is just a 
ease of laymen sitting in. 

THE CHAIRMAN: It is somewhat similar 
to the board that has been described to us of 
the Bank of England, which is a board of people 
who have different vocations and represent 
different business activities -- trade unions 
and other activities of that kind. But Ido 
not think they would contemplate appointing a 
politician in England. 

PROFESSOR. LUNDBERG :; But they do that 
here. 

THE CHAIRMAN: You have. greater 
trust in them, perhaps, than is exhibited else- 
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1 | PROFESSOR LUNDBERG: I do not think so. 
2 COMMISSIONER LEMAN: Professor Lundberg, 


3 is there a statute which defines what duties the 

4 bank has to perform? 

5 PROFESSOR LUNDBERG: There is a bank 
6 act, yes, but as to the general aims and management 


7 of policy it is so generally worded that you cannot 


8 read much out of it, 

9 COMMISSIONER LEMAN: It is not precise? 
10 PROFESSOR LUNDBERG : No, it is not 

11 precise at all. 

12 COMMISSIONER LEMAN: It does not 


define these objectives we were talking about this 
morning? 

PROFESSOR LUNDBEG: No, it is worded 
with a view to seeing to it that monetary 
deve lopment and currency supply is according 
to the needs of the country, and things like 
that, giving a completely free interpretation for 
those managing policy. 

COMMISSIONER LEMAN: Does it use words 
like, "the protection of the value of the currency" 
-- and such? 

PROFESSOR LUNDBERG: No, not in the Bank 
Act, but it is taken up in the bank committee of 
the pariiament, where they stress and put down 
the aims and policies of the Riksbank. 

THE CHAIRMAN: What arevthe qualifications 


of the governor? 


° 
fan] 
4. 
ba] 
ins 
5, 
eh 
oO 
a 
9 
ht 
el 
a 
= 
& 
be 
ar = 
a 
es 


od 
= 
a 
_ 
i 
- 


,gtedbasd tozgestor{ :WAMHI AAMOTSeIMMOD  —-y 9 eo 


eit seldvh isdw eentteb dotdw etetate s eredd st 


a 
fatotseq of ead Nasd 
! " 
wisd 6 at svedT :ONAECMUT AOSewOAT 
Jaomegsnisn Sas amis [sreneyg end of es dud jeey dos | e 


Jonas voy tet bebtow ylleteneg oa at tio yotfoq To 
oJi to tro dopm- bsex 


°sefesug gon at UI 7MAMEI ASMOLESIMMOD 


dom et dt of :0RaaaMUT Roeemfondes cos 8! for 
.ifs ds sefoerg n 

Jom asob IT SWAMGT AAMOT22IMMOD 
efidd Tuods gninisd esew sw eevitostdo easdd saAkteb 
¢gnintom 

bebiow ef df .oM  ~2DRaAaMWUT AOSeaIOAW 


yrstonom tsdt Tr ot satese ot wetv & Adiw 


“> 
hen 


aniotooos ef ylqque youstave bas Imemqoleveb 
exif eanid?d bas .yttinwoo edt to ebsen sdzt of 
YOT noListergqrednt seext elodelqmoo s srivig .jsdd 
-yoifog snigsnsm seo 

ebtow sau JE eso :WAMALT AMMOLSSIMMOD” 
"youeriso edd lo sytav edt to mnokioetotq eft" outs 
: cH Sdove bas -- 

wnsad ond ak Jom .oM :OAESQuUT AHOASHIOAT 
to eetdinwoo aasd oft at qu meiisdv et tt sud _JOA 
awob duq bas eeerte yord sredw siemataxne “eae 
Ansdedifi eit to eetotiog buns emts sat 
anoitsoltiisyup od@vets tedW :WAMATAND WEP © 


gtomtevog eft ‘to 


Nethercut & Young tae 4315 pe 


Terente, Ontario 


PROFESSOR LUNDBERG: Excuse ger I did 
not understand. | 

THE CHAIRMAN: What are the qualifications 
of the governor? In choosing a governor is 
there a fairly wide choice? Do they ever choose 
@ man who is not an expert to be governor of the 
bank? 

PROFESSOR LUNDBERG: ae it is a 
completely wide-open choice. In the early days they 
usually chose a man having had much experience in 
banking, and appointed a man like Zvar cere who then 
became head of the Monetary fund. He had been 
director or vice-chancellor of a private commercial 
bank before that, After him they took an economist -- 
I do not know if you consider that as on an expert 
level -- and, again, after that they took a man from 
the civil service who had had much to do with the 
Breede department, The present governor came 
from the trade union side, and was originally a forest 
worker, having gone a long way in educating himself, 
becoming a journalist, and after that coming into 
government work, in a department that had nothing to 
do with money and monetary policy. He was suddenly 
appointed the governor of the Riksbank, having had 
hardly anything to do with these problems, He was a 
general civil servant at thatct dime having acquired 
a good general economic background knowledge and 
administrative experience, but not an-expert in 
central bank matters, 


THE CHATRMAN You do not always have 
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an expert? 

PROFESSOR LUNDBERG : No. Having had 
this institution since 1668 you cannot avoid that, 

There are a number of people in the Riksbank 
who are steadily employed there, of course, Then you 
have a board of directors who will know about these 
things, and there is a close contact with the 
commercial banks. But the government is completely free 
in nominating the kind of man they think is reliable 
and good from their point of view. 

COMMISSIONER BROWN: What is the term of 
appointment? Is it. for the life. of the existing 
parliament, or for a fixed period of years? 

PROFESSOR LUNDBERG: I am not quite certain, 
but I think it is a rather short appointment -- some- 
think like five or seven years -- but I do not remember 
exactly how long it is, But there are of course re- 
appointments, 

COMMISSIONER BROWN: You mentioned the 
possibility of a difference of opinion if there was a 
change in majority in parliament and a change in 
government, How would such a difficulty be resolved? 

PROFESSOR LUNDBERG: The board members are 
only appointed for a limited time period, and if 
parliament changes occur and there are new groupings, 
they will fall out and there will be a new board, 

COMMISSIONER BROWN: So if there was any 
difference of opinion this would be very short- 
lived, 


PROFESSOR LUNDBERG: Yes. 
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COMMISSIONER GIBSON: It is just a little 
group around the governor who are the people who really 
make monetary policy? You described the governor 
as being somebody outside, as a rule? 

PROFESSOR LUNDBERG: Yes. 

COMMISSIONER GIBSON: But who actually 
formulates monetary policy from week to week and month 
to month? Is there an executive committee around 
him? 

PROFESSOR LUNDBERG: Yes. There is 
an executive committee, with a chairman, the governor 
being the chairman; and there is a vice-governor, 
and there is a deputy from the board also. They 
are working together and meet each day and formulate and 

~ carry out the current ,policy,and the: whole board lmeets 
once a week, 

A discount rate change can only happen 
at a certain weekday, because that decision has to 
be taken by the board, after consultation with the 
government. But there is an expert executive 
committee, aS you would call it, taking a stand 
and managing the current policy. 

COMMISSIONER GIBSON: Is there a group 
of officials within the organization who constantly 
discuss the matters and submit recommendations to 
the governor and board? 

PROFESSOR LUNDBERG: Yes, I would say so. 
I am not an expert on the daily management of the 
Riksbank. I am not in a position to say exactly 
how they work. I worked once in the Riksbank, but 


in a rather inferior position, so I do not know how it 
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really happens. However, this executive committee 
is just managing as any private company is managed, 
by the expert people. The broader general 
problems are taken up by the board, whether they 

are political possibilities or impossibilities, 

But management is going on in a closer circle, where 
expert people are dealing with the problems. 

COMMISSIONER GIBSON: What would you 
say about the decisions as to which way monetary 
policy should go at a given time -- are there any 
ideas coming from among the staff? 

PROFESSOR LUNDBERG : Yes. But it is 
always difficult to judge exactly how outside 
people being experts and having special departments 
in the Riksbank will take up issues with the 
governor, so that things are thought over and 
initiatives are taken. But this can also come 
from the government, The finance minister 
especially is in contact with the broader issues 
and will discuss the matter with the governor. It 
is quite informal on that level of considering the 
problems. 

In parliament there is a special 
committee of politicians watching monetary policy and 
how the Riksbank is governed. They have 
discussions and go over all the evidence of what 
the Riksbank has done during the last year. They 
present to parliament a survey and their opinions 
and criticisms of how the Riksbank has been applying 


its means and resources, 
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COMMISSIONER BROWN: Could you describe 
to us the extent of the open market operations that 
the bank andes taney? and do they normally operate 
ona -pDilis’ only or 42° pirls ‘prereraply policy, “or 
do they have a process of operating through the 
whole yeseepan of maturities? 

PROFESSOR LUNDBERG: yes, they operate 
on the spectrum of a11 maturities. If the Riksbank, 
in co-operation with the nationaldebt office, buys 
or sells short or long term bonds, that is quite 
an open question, depending on the situation. 

There is no prevalent theory in Sweden of the 
-preference of only acting on the short end at 
aii. 

COMMISSIONER BROWN: Have you yourself 
got any thoughts on this? 

PROFESSOR LUNDBERG: Well, I am no 
expert in that field. I think you must consider that 
in a country like Sweden, the credit or money market 
or capital market is very imperfect and narrow, 


there are sixteen commercial banks -- five big ones. 
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There are no traditional dealers in bills or securities 
along the lines of the big gounearts: and there are 
many personal relationships, and so on, and a big 
pension fund operating on the market. All this 

means that we have little reason to believe in 

any impersonal market mechanism where market forces 
operate along the lines of the bills only doctrine. 

I think the government is correct when it 
likes to directly influence the long-term as well 
as the short-term interest by direct operations. 
Now, the Swedish market is so imperfect that when 
the discount rate is sheeents as a Signal of the 
changing of the intentions of the ikénewtpumare 
is usually no need as to market operations in order 
to get the whole structure of interest rates to 
follow up. It is a habit, more or less, that 
commercial banks and savings banks a11 follow up 
with about the same rate of interest changes. 

The long-term rate of interest will change in the 
same direction -- not exactly in the same way -- 
but more or less parallel over the whole field. 
So, it is a rather simple procedure from this 
point of view. 

COMMISSIONER BROWN: Having control of 
the capital issue market makes this control that 
much more effective? 

PROFESSOR LUNDBERG: Yes, and when new 
issues are allowed by the Riksbank they also 
determine the conditions of theiissues, fitting into 


their plans as to the long-term rate of interest. 
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of seanke 5 there is always some kind of outlook on 
the market conditions: they have to have some kind 
of contacts with what the insurance companies and 
pension funds are doing, and their willingness and what 
they would accept, There is always some kind of 
notice taken of the market conditions even if the 
market conditions are the result of the policy 
carried out, During the last years the views 

of the director of the big government pension fund 
are very determining -- as to the conditions of 

the issues, His views are determined by his own 
supply of funds in relation to what kind of material 
is available in the short run, and his views have 
some effect on the conditions 1aid down. But in 

the little longer run these conditions will be 
changed or modified with the help of the government 
policy. 

COMMISSIONER BROWN: qe*issaepicture of 
a very well controlled market, 

PROFESSOR LUNDBERG: Well controlled from 
the point of view of the change of the rate of 
interest, yes. 

COMMISSIONER BROWN: You mentioned the 
pank interest rates are tied by practice to changes 
in the bank rate: is there any statutory limitation 
on bank charges or bank interest rates? 

PROFESSOR LUNDBERG: No, there are none of 
that kind. They are completely free, except, as I 
described this morning, there is a law in the background, 


but in actual fact there areno ceilings on lending 
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rate or deposit rates. 

There is a lot of competition in this field, 
although bhere are officially agreed rates of interest 
charged for different types of advances of loans -- 
on a minimum level. ®Whére is a scale for different 
kinds of mortgage loans and other kinds of securities, 
They are more or less officially agreed upon by the 
banking association in discussion after a change 
in the discount rate, However, when you take up 
loans of various kinds on risky kinds of corporations 
or investment projects, and so on, the banks feel 
rather free to take that kind of rate of interest 
that they see fit -- within limits, of course; but 
there is no ceiling on this. 

COMMISSIONER BROWN: How does this 
operate when the banks are being squeezed? is 
there a tendency for the interest rate to go higher 
and higher and let the interest rate make a 
decision as between various would-be borrowers, 
or do the banks ration at fairly reasonable rates 
of interest? 

PROFESSOR LUNDBERG: You have both 
tendencies. You have an increase in spread between 
non-risk and risky loans. If a bank under heavy 
monetary Squeeze gives a more risky loan, they will 
have a higher security premium than otherwise. 

The highest rate of\ interest would be higher than 
during non-squeeze time, On the other hand, 
a lot of rationing is done, but the banks will not 


increase the rate of interest very much. There are 
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narrow limits in this increase of the highest rate 
of interest -- with the guaranteed costs that are 
put on the loan. | 
COMMISSIONER BROWN: How about changes in 
cash reserve requirement? 
PROFESSOR LUNDBERG: By the Riksbank? 
COMMISSIONER BROWN: Yes. 
PROFESSOR LUNDBERG: On the commercial 
banks: The Riksbank can agree to a special rate that 
is included in the law of liquidity ratios, prescribed 


up to 15 per cent cash ratio to total deposits, but 


the Riksbank has never applied this Law -- not even 
in the form of "voluntary agreements" -- they have 
only used the liquidity ratio so far. Tints 4 


potential rule. Now the banks are completely free 

to use the cash ratio they like or which they think is 
geod for them and are of course eager not to lose 
interest by keeping unnecessary cash. They keep. 
rather low cash ratios, but they have a rather high 
liquidity ratio in the wider sense of the word, which 
they can easily transform into cash. Depending on 
the kind of business the bank is carrying out, you 
will find the cash ratios between the banks are rather 
different, and that is within their own management 
discretion. However, potentially there is a law, 
so that if we don't use the liquidity ratio we can 

use the cash ratio.) Liquidity ratio is very much on 
the line of paying consideration to the priorities, to 
see to it that enough flows to government investments, 


and into’ house-- financing. If we should apply 
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only a cash ratio the banks will be freer to apply 
the loans and advances and investments freely 
without priorities, So, we hope -- and if has been 
expressed from government circles -- that this cash 
ratio may be applied in future when it is not needed 
to use the more restrictive method of liquidity 
ratios, We think the big pension fund, which is placin 
its increasing volume of funds into government and 
housing papers, will. see to it that that market is 
well supplied with funds, and therefore the banking 
system, the commercial banks, can be kept freer and 
be regulated just by prescribing cash ratios. 

COMMISSIONER LEMAN;: You said that there 
was quite a discrepancy in cash ratios between one 
institution and the other; have you observed whether 
within each of those institutions there is a great 
fiuctuation in their cash reserves from one time 
the the other? 

PROFESSOR LUNDBERG: Well, I have not 
observed it, but I would think there is not too much 
of it because I think that is the job of a bank 
manager and his investment men, to see to it that the 
bank does not lose unnecessarily too much income by 
unnecessarily having too much cash, depending on 
the kind of risks they take and the kind of 
opportunities for which they like to have cash, 

There may be fluctuations in time, but I would not 
think they would be very big. 
COMMISSIONER GIBSON: I would like to go 
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back to the liquidity ratio again. The liquidity ratio 
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includes as liquid assets, does it, all forms of 
government securities? 

PROFESSOR LUNDBERG: Yes, 

COMMISSIONER GIBBON? - Including monies 
for housing guaranteed by government. 

PROFESSOR LUNDBERG: Yes, bonds issued by 
these institutions which work with a government 
guarantee; and the foreign exchange is also imotuded , 
that the banks might have, 

COMMISSIONER GIBSON; The way you put it 
I rather got the idea that the philosophy of the 
liquidity ratio was to see the banks put enough of 
their resources into government sponsored things rather 
than to limit the amount of the resources that went 
into the private sector: is that a correct statement? 

PROFESSOR LUNDBERG: I would not put if so. 
Why could we not say it is both? 

COMMISSIONER GIBSON: Well, I just want to 
ask you, 

PROFESSOR LUNDBERG : If we are in a 
position where we are afraid of over-investment -- 
excess demand in our economy -- we like to try to 
depress this kind of boom by limiting the availability 
of finances for these investments. At the same time 
we like to preserve government investments and 
investments in housing from this squeeze. Then, we do 
both: we preserve,’ and see to it that not too much of 
this pressure occurs on these fields of priority, and 
that the squeeze falls on the rest of the economy. 


Therefore, I would say in answer to your 
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question that we are in those conditions aiming at both 
these things. 

COMMISSIONER GIBSON: Surely it has little 
to do with bank liquidity. 

"PROFESSOR LUNDBERG: It is a very bad word, 
ism't it? It 1s a inmisuse'of the word liquidity, and”. . 
I think the wording should be changed, because it is 
really not liquidity in any sensible interpretation 
of the word. However, it has entered into the law and 
it has been accepted and it is difficult to change it. 
Foreign students of Swedish banking may misinterpret 
it and find it strange. 

COMMISSIONER GIBSON: I think the idea is 
held elsewhere too, 

COMMISSIONER BROWN: Are the government 
accounts kept in commercial banks as well as the 
Riksbank, or only at the central bank? 

"PROFESSOR LUNDBERG: If you A3e copewiteeg 
abies the. administration units. of the government, ail 
their ee cURED are kept in the Riksbank and their 
offices around the country. Then we have, of course, 
state corporations such as the water power pole and 
the state railroads, and so on -- the commercial kind 
of non-corporation units -~ that are very big and 
important, and they keep all their money in the. state 
commercial bank. There is a state commercial bank -- 
a very big bank -- which was created some years ago; 
and these. units»heve v6 keep their money in that bank 
roe saben purposes. 


COMMISSIONER BROWN: Does this bank do ordinary 
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commercial business as well? 

PROFESSOR LUNDBERG: Yes, it is very active. 
It is. so Soupattendes and they have a management and 
a director who is just dangerous as far as the others 
are concerned, He is carrying on without direct 
profit motives or anything like that with great energy. 
You will find lots of complaints about the state 
commercial bank in this private business. Some say 
that by getting all this government money, it is 
favoured. The state bank takes part only as 
Sleeping partner in the bank association meetings in the 
forming of rates of interest and so on, The bank 
seems always on the point of breaking agreements. and 
“is in all ways very competitive, with branch offices 
and new innovations in the banking field. We think 


the state bank, if it has no other special favours 


‘Should act competitively. 


COMMISSIONER BROWN: Does it get squeezed 
the same as the others? 

PROFESSOR LUNDBERG : yes’, 

COMMISSIONER BROWN: Does it pay income 
tax? 

PROFESSOR LUNDBERG: Oh, yes. 

COMMISSIONER BROWN: Has it been growing 
at the expense of the ordinary commercial banks? 

PROFESSOR LUNDBERG: Yes, in a@ way it has 
been growing more rapidly than the others during 
these years, partly because of getting during this time 
funds from the government enterprises, and partly also, 


I think, as a result of direct competitive leadership. 
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People mostly are sorry both if a state 
enterprise is operating badly and declines and aiso if 
it is efficient and competitive and grows, Howtivent: 
if you have to make a choice, I think it is better 
to have an effectively managed and energetic lead 
state company, provided it is not getting special 
favours and subsidies. 

THE CHAIRMAN: Do you happen to know off- 
hand what is the average maturity of the long-term 
debt? 

PROFESSOR LUNDBERG: No, I have not the 
figures here. 

THE CHAIRMAN; It may not be too important; 
I was just interested. 

PROFESSOR LUNDBERG: We have a rather small 
total government debt. It is just one quarter of the 
gross national product, I think the English have 
one and a half times the gross national product. So, 
it does not bother us, so much,and the debt management 
has not been the same type of severe problem as in 
other countries. Sweden did not take part in the 
wars, and have not that type of problem to the same 
extent as in so many other countries, and therefore 
our total debt is not so high. 

However, I presume a relatively large part 
is funded debt, more than 10 years, or something like 
that; but I could not say exactly how much of it, 

®HE CHAIRMAN: You mentioned, I think, at 
an earlier stage that there are certain institutions 


which you cal] near banks in Sweden, Have you any 
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means of controlling their acpayntaea; or do you attempt 
to do that at ail? 

PROFESSOR LUNDBERG : I think our definitions 
of "hear banks" is not so very clear, You would not 
call a savings bank a near bank; it is just a bank. 

THE CHAIRMAN: Well, finance companies: are 
these hire-purchase companies in Sweden? 

PROFESSOR LUNDBERG: We have hire-purchase 
institutions. 

THE CHAIRMAN: Do they finance consumer 
goods? 

PROFESSOR LUNDBERG: Yes, and discount the 
bills of the traders in these fields, and it isa 
growing business in Sweden. 

THE CHAIRMAN: Do you regard it as a 
problem at all? 

PROFESSOR LUNDBERG: We have problems with 
them, We like to have problems; that is creating 
progress. I think competition in this field is good, 
but the big difference from the Canadian and American 
situation is that these institutions have not the right 
to accept deposits, That is themain difference, and 
therefore they have not this position of near banks. 
These institutions get nearly all of their money by 
discounting bills with the commercial banks, and they 
get their funds mainly from the commercial banks. So, 
the commercial banks are advancing with the help of 


these organizations of various types. 
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THE CHAIRMAN: Do you have any powers to 
control their activities in any way? 

PROFESSOR LUNDBERG: Yes, that has been more 
or less so from the peginsanes that the Board of Trade 
has limited pigikebte prescribe the cash payments and 
the maturity of instalment credits -- the length of the 
contract in these fields. This right of prescription 
hasn't been used as in England as a current policy 
measure, Qur experience is that when the Riksbank 
squeezes the commercial banks that that:.works back 
on the bank credit to instalment credit firms because 
they get the money from the commercial panks. iu 
We have, therefore, not from this point of view had 
the same problem as you have had.with relation to 
the savings. banks;>.the farmer credit institutions and th 
insurance companies, and so on there are possibilities 
of regulation according to the law to prescribe both 
liquidity ratios of a type but which are not so high 
as for the commercial banks, and also there are in the 
law possibilities of prescribing what we call: 
investment quotas so that insurance companies, and so 
on, have |. -- during those times when this law is 
applied -- to use up to 80 per cent, I think, of the 
increase of these funds during a certain time for a 
priority investment in government papers and in the 
housing financing bonds. Potentially the 
government or the Riksbank can therefore prescribe 
the same kind of pressure on these other types of 


institutions. 
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Sori this law. has never been appiied and 
I doubt it will be applied; it is cares again, 
the background for making "voluntary agreements" with 
these institutions. Already before this law 
existed the Riksbank made agreement with the 
insurance companies, for Pe Anent as to helping the 
commercial banks and the other institutions in 
placing their funds into the priority sectors of 
the economy. So from this point of view the 
commercial banks have not felt that they alone have 
been under pressure during times of monetary 
suqee ze. 

However, it is true in Sweden, as in 
Ganada, that the commercial banks have been under 
more pressure during monetary sugeeze times than the 
other institutions, It is quite natural that 

- Chat happens. On the other hand, there are 

also times when there has been no pressure or 
monetary squeeze and the commercial banks have been 
growing more rapidly than the other institutions, 
so it has been evened up over the years. 

THE CHAIRMAN: Well, from. the point 
of view of monetary policy would you think that 
there would be need to reguiate some of these near 
-panks, such as we have in this country, on a fairly 
large scale; to regulate them so that their 
activities may be cut down at certain times and 
allowed to expand at other times, consistent with 


your general monetary. policy? 
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PROFESSOR LUNDBERG: Are you speaking 
of Sweden or Canada? 

THE CHAIRMAN: It perhaps would apply 
more to Canada than to Sweden, according to what 
you have said about the Swedish situation at the 
present time, because here we have credit unions 
which have very large funds that have been built 
up over the years, and they borrow and they lend 
money --- 

PROFESSOR LUNDBERG: Yes. 

THE CHAIRMAN: I don't know whether it 
is fair to ask you whether you think --- 

PROFESSOR LUNDBERG: I am just an 
irresponsible. professor; I am not afraid of 
answering questions! 

THE CHAIRMAN: I was asking you this; 

y put this question to you as an economist, not as 
a professor. 

PROFESSOR LUNDBERG: I don't know the 
differenct but, anyhow, my personal view is that if 
your near banks are of that character as I have 
read about in your documents, that they accept 
deposits, I would consider them as banks,and I would 
say that to me it is strange in not applying the 
same pules to all the banks accepting deposits 
and putting them under the equal squeeze, Our 
problem is very different, as these other credit 
institutions don't receive deposits and are not 


like banks, having the facilities of a bank. 
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I can't understand your ceiling rates, 
neither; I think that is very nee applying it 
sometimes on banks you call commercial but not on 
other types you don't call banks. Such things I 
don't understand, That is as difficult for me to 
understand as you have of understanding some of our 
ways of doing things; I am sure we &@11 have our own 
idiosyncrasies, 

THE CHAIRMAN: That:.is:one of our problems. 
Now, there is one last question which I would like to 
ask and that is in connection with the international 
exchange rate, You have to fix your fioating bates 
or something in between? 

PROFESSOR LUNDBERG:. We have a fixed rate 
according to the monetary fund rules and, we have a 
discussion on the flexible rate on a very academic 
eka: but never as a practical policy issue. We 
devalued our crown following the British pound in 
1949, and since then we have kept a stable value 
on the Swedish crown, much under-valued during that 
time; we got perhaps some of our inflation out of 
that but we also got a relatively favourable position 
for our export industries and some protection for 
home goods industries, thanks to this kind of under- 
valuation of the crown. But, again from the point of 
view of the aim of preserving the value of money, it 
was bad because it \created an increase of import and 
export prices that resulted in our rapid increase of 
the price level, 
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get a clearer idea of some of your monetary devices 
and the patterns of action which you took, You 
mentioned this morning the 12 per cent investment tax 
which was put in in 1955. Does this mean 12 per cent 
on the investment expenditure? 

PROFESSOR LUNDBERG: Yes, You know, I 
should be more specific, soenape! than that; it was 
12 per cent on expenditure of investment in Suthtings , 
machinery and similar expenditures, not on investment 
in stocks or inventories, and there was a limit of 
20,000 crowns, so that there was -- a deduction of 
20,000 crowns; firms having less investment didn't pay 
the tax at all. / 

COMMISSIONER MACKINTOSH: Was there prior 
legislation which enabled the government to impose 
this tax quickly? 

PROFESSOR LUNDBERG: No, there has to be 
anew law for each time. The government proposal 
has to go through the whole process of a proposition 
to parliament and be°put.: into force. But, having 
a socialistic government during these years and 
relying on the majority that can be mobilized in 
parliament, it is a very quick affair of a fortnight 
to put an enve's tuettt Laxc1egaderredtiov. "Theunain’ thing 
I have stressed in this memo on the investment tax was 
the experience of industry that this was never intended 
to be a permanent tax, 

We often do not believe in finance ministers 
when they say that this is a tax just for a short 


time, because there is so much bad experience with 
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finance ministers all over the Cy that when a tax 
is introduced it tends to be permanent as it is 
needed. But in this case industry had the experiences 
of this tax being introduced and taken save so they 
believe in it, and therefore there was a kind of 
expectation that it would disappear after the boom, 
and that is where we get the postponement effect. 
Had people believed that this was a permanent tax 
it would have been built into our price system and 
just made our economy still more inflationary. 

COMMISSIONER MACKINTOSH: It was a very 
powerful weapon to wield. 

PROFESSOR LUNDBERG: Yes, and it was 
not popular, you know! Anyhow, from the 
socialist point of view it is in a way the most 
wonderful kind of an expedient. © You —_— in our 
investment boom one likes to make investment 
expenditure more expensive than otherwise would 
be the case, An increase in the rate of interest 
very much means from the socialist point of view 
-- that a lot of people get more income out 
of the higher yields and the higher rates of 
interest in the economy, but in this way it was 
an increase in investment costs without anybody getting 
any higher income out of it. I know from 
interviews with government people that many people 
would like to use the method again in a new 
boom, It is a very efficient kind of an arrangement 


and it may be enforced very quickly and it may be 
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taken away again very quickly. 

You discuss in this country and in the 
United States so much the devastating effect on your 
capital markets and of large increases of long 
term interest rates that will create quite 
embarrassing aatnatiinns, as was the case in 1958. 
This investment tax has no effects along this line; 
it works completely independently on the prices of 
the bonds in the capital markets, and this is 
something appealing from this point of view, that 
there is no confiscation of fortunes of people. 
geiu the point of view of your way of doing things 
-- if the interest rates were raised very rapidly, 
if you thought of that two or three per cant: the 
average of the prices on the bonds would mean 
a radical confiscation of people's fortunes. What 
is more socialistic our ways or yours, I don't 
know, 

COMMISSIONER MACKINTOSH: I.see your 
logic, but I haven't much hope of officially 
protesting against high interest rates, 

PROFESSOR LUNDBERG: ‘The interesting thing 
as I see it is that it is the socialist people 
and the trade union people who are supporting the 
government in this field; they are more in 
favour of using the investment reserves or the 
investment fund policy than the investment tax, 
although the investment fund way of doing things 


is very favourable to private corporations. 


ond nk bas wrtavoo enrid at enone cistonteten | c a 
es "WOY Me JooTts guivetasveb edd soym of aedsd2, mind ; - 
| gaol to esesotont sgxe Io bs edeauem L6¢tqao Pp r 
citup siseue ILtw ded) eovex taonetat mod ie i” 

88 mf e28o on? asw es see sihieailints gnisasrisdne a 

:enkD abs?! grote atostte on esd xs? Saomtaovat aldt 

to esoitq edd. so uid cobaeqebit yleteigmos axtow of 

et sind Das ,ateatrsm Pesigso. ond mk: abnod, ori 

sect he pune to Uatog eldd moth gniiseqgs gatdiemoe 
prenre to sesngti0h to rottsoettnon om et evtedd 


egaind gaiob to sw woy To wetv ‘to, tmteq end, mort 


| 
<‘etihati ae Uteavy beeist sxew esisy Veevetnt edt ti -~- ler 4 
edd hibiacniial een? to owls ftadd to Paguondt; voy tL e : 
nsem Bbiuow ebnod eels fic seating ed’ To Sg8 TOV i ry 
téqw .asaydyo% e' slqoeg to nohtsoelinoo selbst 2 lan ae: 
T*sob lL ,e@mvoy to -ayaw awo obtedltetooe-ercm et S 
| Soewonal les | ; 
Tvoy ose I sHeO TUL ASAM AGAOEGSIMMOD.». od er 4 
YLISLOL TIS. to ego. dou di meved <. dud... otpod Of ; 
| ,20768t Jeersint sgivi dentess gaitastotdg Has | 
anint gatdaerednt oaT = DARSCHULT AOSeaIOARS. Iss a: | 
elqgosq tallstoog erit ae db dadd ef dt 998 38s lee ‘ 
- 


Seis gntdveqgue S18 ow Sigoeq motruys ebett odd bas is 
ol erom 918 yout ybLeLt abd qt saemanevog | 
Bid "0 esvicee  tgemdaevnt edt gates to wwovst | 
.xst doemtesvat oft asad yYollog bast -Inontaovat 
sgntdd gaiob to yew bawt Inemsaeval edd riguodd fs de a 
-8hoListogios sisving od efdsiso0 vst ete 


oa 4 A ae a a yed, mys ; 
le re ; mat, WW ' 


.~@ 
> 
a 


Nethercut & Young - 4337 - 


Toronto, Ontario 


COMMISSIONER MACKINTOSH: I wanted to clarify 
the investment reserve policy a bit, which I found 
to be a very interesting device. This is essentially 
the setting aside of profits without tax into a reserve 
which can be used only when the labour market board 
says it can be released. I don't quite understand the 
later period here where you mention -- well, there are 
two points; one, they are required to deposit roughly 
the tax part of this in the Riksbank? 

PROFESSOR LUNDBERG: Yes. 

COMMISSIONER MACKINTOSH: There was inducement 
to them to deposit more than that, and there was also 
reference to a further 10 per cent -- was it a tax? 

It is on page 13, and this is the sentence which begins 
at the bottom of page 12: 
"An extra stimulus to use this device 

is given by. a 10 per cent deduction from 

taxable profits of Cue dav deeneut fund used." 

PROFESSOR LUNDBERG: Yes. 

COMMISSIONER MACKINTOSH: This applies only 
when the funds are released --- 

PROFESSOR LUNDBERG: And used, yes. 

COMMISSIONER MACKINTOSH: And then they can 
write off 10 per cent ofiit against the profits of that 
year? 

PROFESSOR LUNDBERG: Yes and if the corporation, 
as is 3 the case --. just now in these current months 


the labour market board has given corporations the right 
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to use the investment funds for writing off invest- 
ments, and it applies during the year and up to May 
of next year, If, for sedtion inde a corporation 
uses investment funds up to one million crowns, it 
could have the right to use 10 per cent of this, or 
100 thousand crowns, to deduct from its : profits 


for taxation, That is an extra stimulus in that 


way. 
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1 In a new proposal it is now suggested -- 
2 this system of investment funds has been worked 
3 over by 42 committee-- this extra deduction of 
4 ten per cent of the investment fund used will be 
5 eliminated because they consider that this free 


6 rate of writing off building expenditure is enough 
7 stimulus. There has been a big wave of 

8 applications for using investment funds during this 
9 year. This use of investment funds is really 

10 a very liberal way of being able to write off 

11 buildings that otherwise would have to be written 
12 off in 33 years! time, and which now can be written 


13 off immediately. 


14 COMMISSIONER MACKINTOSH: Does this 
15 apply to corporations and also to small 

16] » businesses? 

17 PROFESSOR LUNDBERG: It applies to 

18 corporations and what we call economic unions which 
19 are not the ordinary corporate kind of firms. 

20 COMMISSIONER LEMAN: Co-operatives? 


PROFESSOR LUNDBERG: Partnerships. Firms 
that set aside investment funds can deduct these 
from the profits, and therefore they get the right 
to write off investments that they are not allowed 
to make until later, The National Labour Board 
gives that allowance during a recession. In 
order to neutralize that liquidity effect the 
TaN has to pay part of the fund (46 per 


cent) into the Riksbank and thus sterilize it for 
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the time being. Corporations are allowed to set 
off an amount corresponding to 40 per cent of the 
profits, 

COMMISSIONER LEMAN: Professor adieuan 
in granting permission for the use of these 
investment reserve funds does the board again have 
the chance of being selective? 

PROFESSOR LUNDBERG: No, it does not. 
There are two features of this law that I have not 
mentioned. One is that it is possible to make it 
compulsory. The Labour Market Board can say that 
during this time all corporations which have set 
off investments funds must use parts of them for 
investment expenditures, otherwise this part will 
be made subject to taxation. This compulsory 
provision. has never been used, and it has not 
been necessary to use, but one can imagine the 
situation when the list of the entrepreneurs 
wanting to use the funds is low: when there is 
a depression there may be a need to use the 
compulsory part of it, So far as I know from 
speaking to the people who manage this kind of 
policy, they have no intention of using this 
provision. They cannot imagine a situation 
where the compulsory part will be used, 

COMMISSIONER MACKINTOSH: It would 
hardly ensure a perfect allocation of 
resources? 


PROFESSOR LUNDBERG: No, but it is not 
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avery bad measure, We have a lot of corporations 
who avoid the naib cube but now we are making them 
pay the tax, They have to make the investment 

or pay the tax, They have the choice. As it 

is now I think there are up to a thousand corporations 
applying to use their investment reserve cave 

and they have to make it clear that the use of 
these funds wodin investments being made that 

would not otherwise have been made, That ~~ of 
course, not so easy, and we are sure that a lot of 
investment made would be made anyhow. 

The taxation authority looks the matter 
over and controls the expenditures, and sees to it 
that they are made during a time when the labour 
board considers there are recessional problems. 
fhe labour board has now limited the period up to 
May of 1963 because it knows that during the summer 
there will anyhow be lots of employment possibilities 
in the Swedish economy. 

There is the possibility, according to 
this law, of applying it discriminately so that 
it will apply to special sectors of the country 
where there are special recessional tendencies. 
This would be applicable to the Swedish situation 
now. In the north of Sweden there is more of 
a recession than in the south. A recession is 
expected there because of difficulties in the pulp 
and paper industries, and especially in forestry, 


so that actually the national labour board should 
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have this benefit of allowing investment funds of 
corporations in the north of Sweden to be used, 

They have considered this and discussed it with the 
government. But the problem is that the corporations 
in the north of Sweden are having difficulties 
already in selling and having surplus eApayits, 

so that being so the use of funds would not have 
great results, 

The labour board aiso considers it not 
good to use the law in a discriminatory way because 
there are always difficulties with respect to 
boundary lines. Peopie will lose confidence in 
the use of this measure with respect to investment 
funds if during certain times one corporation 
situated in one place has advantages over a 
corporation situated elsewhere, They like to use 
the measure as generally as possible at any given 
time, Now that they have made its use applicable 
to the whole of the Swedish economy we are getting 
a building boom in the south of Sweden. There 
are not enough building workers in the south, 

A number of corporations are getting on with 

the building of new plants to quite an extent in the 
south of Sweden. The consequence is that now we 
are encountering the problem we discussed this 
morning. The national labour board, with the help 
of its local authorities, has to see to it that 
building workers, or people who are able to do 
building work , thanks to some vocational training, 


are transferred from the north of Sweden to the south. 
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So, this stimulation of the economy by using the 
investment funds is closely connected with a policy 

of moving workers who are unemployed during the 

winter season in the north of Sweden to parts of the 
country where they can be employed. That is a rather 
new feature to this extent, that the policy is to use 
people who are not yet rere but who expect to 
be unemployed. By means of the warning system the 
Board knows that building work will release labour 
within so many months, and these people are already 
prepared. This is a very ambitious kind of au ieee 
and we do not know to what extent it will be effective. 
But it illustrates the difficulty faced by a small 
country like Sweden where the tendencies towards 
development are uneven in the various regions. If you 
| apply | methods to the whole of the economy you 
get into difficulties, and, therefore, you must 
supplement this measure by some means of getting . 
workers moving out of regions of low demand into 
regions of high demand. 

COMMISSIONER LEMAN: Perhaps we can come back 
for a moment to the 12 per cent investment tax. You hav 
described it here, and you say it was a levy of le per 
cent on capital expenditures above a certain minimum, 
Was it applied without any administrative system? Was 
it absolutely automatic? Suppose a company had already 
embarked on a certain expansion program when this came 
into effect? Did the 12 per cent automatically apply, 
or could they get exemption by proving that their 


project was something that was already commenced? 
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PROFESSOR LUNDBERG: No, it was/| applied 

on the expenditure during the year, but, ye gabe 
managers are usually very skilfull in getting around 
problems of this kind, and all kinds of allowable 
tricks were used by corporations in seeing to it that 
deliveries of machinery were accelerated or that they 
were postponed a Little, and in this way they certainly 
avoided part of the tax. Things like that must happen. 
It is not good, of course, from the point of view of 
applying such a heavy tax when people can avoid it 
by post -dating or ante-dating things. 

In the main, if you look away from such 
bad features of the tax, it did apply with great. 
heaviness upon corporations, and forced them to postpone 
as much as possible of investment expenditures during 
that time. I agree that it has some of the bad 
features that you refer to. I think the general 
view is that this kind of measure should be applied 
only during times of extreme difficulty in managing 
2 boom period. 

We know that the investment reserve policy 
is not very good in dampening a boom. It is good 
in making managers and entrepreneurs make the invest- 
ments during a recession, but putting investment 
reserves into the Riksbank is not a very effective 
method in dampening capital expenditures during a boom, 
in my opinion. An ‘investment tax is much more effective 
from that point of view. 

We had a special supplementary device during 


1960-61 by which we used this investment fund technique 
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for mopping up surplus liquidity in the economy. That 
was a special feature that applied to this problem that 
was not thought of before, but that just complemented 
the measures that were applied during that period. It 
was rather simple to make all entrepreneurs, instead 
of paying in 46 per cent of the investment reserve 
that they allocated out of profits to stimulate them fo 
put 100 per cent of their reserves into the Riksbank 
which paid them well for doing it. They were paid so 
weil by means of extra allowances that the yield was 
about 9 or 10 per cent. They took the money out of the 
the commercial banks and deposited it in the Riksbank, 
and that was an open and regular operation which yielded 
a very high rate of interest, 

COMMISSIONER LEMAN: What was the method of 
paying them so well? 

PROFESSOR LUNDBERG: It was by this means tha 
IT mention on page 13 -- this 10 per cent deduction from 
taxable profits. It was calculated on what you paid 
into the Riksbank above what you would otherwise pay 
in taxes. That was applied so generously that, in fact, 
the yield on the money you paid into the Riksbank 
amounted to something approaching 10 per cent. I think 
it was a too expensive way of getting that done, and it 
also meant that the banks were suddenly squeezed out of 
funds that had been deposited by the corporations in 
previous years which had come from the budget deficits 
that had been financed by the commercial banks. 

The bank by which I am employed as economic 


adviser had many large customers in industry who found 
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that it was better to have the money in the Riksbank 
under this condition than in our bank. The Scandinaviska 
Banken was quickly put into a position of squeeze by this 
flow of funds into the Riksbank. 

That shows the power ofimagination on the 
part of the authorities in applying a combination of 
fiscal and monetary policy. I do not know whether 
it is monetary policy or fiscal policy, but the name does 
not matter, Anyhow, it was a very quick way of 
@liminating and mopping up surplus sla cdi and in a 
way I consider it a little more elegant than the method 
applied during 1955-57 when liquidity ratios and credit 
ceilings were applied, and when there was a ceiling 
on the bank's advances. This was a more elegant or 
more orthodox way of doing it, although a more expensive 
one, 

THE CHAIRMAN: We shall adjourn for a few 


minutes, 


---A short recess. 
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COMMISSIONER MACKINTOSH: Professor 
Lundberg, the matters we have been talking about 
undoubtedly contributed to a very helpful fiscal 
policy to go with your monetary policy. Were there 
any other elements in the fiscal policy of the 
government which you found particularly helpful in 
recent years? 

PROFESSOR LUNDBERG: There were both 
unhelpful and heipful elements. That is the same 
in a11 countries. Part of our troubles are caused 
through what we call stabilization policies creating 
instabilities, There are theories and views on 
the general economic development in Western Europe 
during the post-war period, maintaining that those 
instabilities we have had are very much the effects of 
governments trying to create stability. That is 
an old theory, that presumed it was the bad monetary 
policy carried out, with increases of rate of interest 
at the last stage of the boom, contrfbuting much 
to the crisis that came about. If in a recession 
you apply, as we have been applying, a very expansionary 
fiscal policy, creating a big budgetary deficit, 
having expanding public works and filling the banks 
with money, as a result of this fiscal policy you 
create trouble for the next boom period. You 
create difficulties for yourself in managing the 
boom that follows because of the liquidity created. 

When you try to really manage the boom, 


as the English or American have done, by restrictive 
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fiscal policies or having effective built-in stabilizers 
at eeaie with the high progressive taxes, as we have 

in juddeci that helps to stabilize the boom. Our 
economies are so integrated with each other's 

that it is very difficult to say to what extent 

the policies carried out are stabilizing or un- 
stabilizing. 

We think that the kind of fiscal 
policy we had during the years from the middie of 
the fifties was rather bad, creating problems. 

The steady government deficit created during the 
recession periods was making the monetary policy 
more difficult than it otherwise would have been. 
So, the fiscal policy had not been so well co- 
ordinated with monetary policy, as would have been 
desired. 

On the other hand, I must say, of acs aa 
that the expansion of government expenditure during 
the recessions has helped to counteract the 
recessions. Also, some restriction of government 
expenditure during the boom period has also helped; 
but, in themain, I think that government fiscal 
policy has not been so effective, except for the 
investment tax up to the last few years. 

But from 1960, with the introduction of 
the general sales tax, the government finances have 
come in order, The government has reached a 
situation of over-balancing the total budget for 


the first time in many years. That has given more 
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possibilities of managing also monetary policies. 
So I would say that the kind of general sales tax 
introduced from the beginning of 1960, and increased 
from the beginning of 1962, has been heipful in 
preventing the creation of liquidity and also in 
keeping down private consumption expenditure to a 
certain extent, There will be greater possibilities 
of having a coordination: between monetary and 
fiscal policies by the government when the budget 
is brought into better balance in this way. 

Another aspect of fiscal policy which 
I mentioned in my memo, and which I would like to 
mention now, is the introduction of the general 
pensions scheme which has changed the environment 
of monetary policy quite a lot. It is really a 
very ambitious kind of scheme. I disregard here 

the welfare element in the pensions system 

as such, for individuals, and look upon its financial 
aspect, 

From this point of view the intention 
of combining a big pension reform with a big pension 
savings fund was that when you take away the incentive 
of saving to the private individual that is combined 
with looking at old age, and having private insurance 
taking care of the kind of building up of reserves 
that is necessarily combined when you arrange your 
pension in that way’ -- when taking tha incentive 
away and introducing a general government scheme of 


generous insurance for the whole population, we were 
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1} afraid the system would fall down very much, and that 
2]| insurance companies would have bad effects on savings. 
3 here PaRe: the pensions reform was combined with 

4 the building up of a big pension fund. That is not 
5 at all necessary technically for arranging the 

6 pension reform, You can always take up premium 

7 payments high enough to cover the yearly expenses. 

8] But to balance' the effect of falling away of private 
9 savings that pension fund was created, 

10 I was a member of a committee under 

11 the chairmanship of the governor of the Riksbank to 
12 find ways and means and techniques of managing 

13 such a fund in order to make as little a disturbance 
14 in the working of our imperfect financial system 

15 as*possipie. We were afraid this fund would et 

16 such a tremendous grip over our capital market that 
Li it would be dangerous. 

18 d COMMISSIONER MACKINTOSH: Is the whole 
19 of the pension liability funded? 
20 PROFESSOR LUNDBERG: No, just an 

21 arbitrary part of it. It has no acturial 

22 thinking behind it at all. It is just the part 

23 we thought sufficient for compensating potential 

24 Loss in’ savings. 
25 The order of size of the pension fund 


26 IT could indicate by transforming it into Canadian 


27 conditions, and puttingiat into the comparative 
28 size of your Gross National Product in relation 
29 to our Gross National Product, At the end of 
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this decade the size of this pension fund will be 
about $15 billion (Canadian) that is related to 
your conditions. The yearly Increase is 
so heavy that it really matters very much in the 
regular contributions to long term savings of the 
country. 

Then, of course, 1t°is a problem for 
a; country of our size to manage this and not give 
the man in control of this fund too much power and 
influence over the whole economy. The technique 
employed was partly one of dividing into three 
funds, depending on the sources from which the 
premiums came, The other is that of having 
industrial corporations being given the right to 
borrow back part of the premiums they pay into 
the pension scheme on the wages that they pay out, 
So that now it is arranged so that every 
cérporation paying pension premiums for their 
workers into the fund has the right to borrow 
back half of this for their own use at the market 
rate of interest, That is a way of decentralizing 
the effect of concentrating so much power in the 
fund. However, the private corporations have 
not been using this possibility to any great 
extent, but during credit squeezes they will be 
using it to a greater extent, I presume, 
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This way of dividing the fund into three 


parts has not worked ean because the whole technique 
of administering the funds is carried out by one 
manager and three employed people, It is an 
"easy" Aahe taking out sums of money and placing 
the money into security, They are not to do 
direct lending wenieees: buying shares and stocks, 
They just place the money into government and industrial 
bonds, and long term obligations of that kind, and 
nothing else, except for re-lending to industry 
paying premiums, 

The man doing this job is a very responsible 
person, and will have a lot to say about the kinds 
of yields that he will accept as satisfactory from 
the point of view of the Swedish pension takers 
in the future, We should include this in the 
fiseal policy measures in a very broad sense, itis 
part of it, because this means that we have a new. 
supply ‘¢oming im regularly, and a reliable one, on 
the long term market for bonds. That has 
shifted and changed our whole financial climate 
in Sweden rather drastically from the end of the 
fifties to the beginning of the sixties. 

The combination of what I said about 
the finance minister being able to balance the budget 
by the new tax on consumption expenditure -- combined 
with the pension scheme and pension premiums paid 
into the fund, has meant both that.the demand for 


capital funds has declined, because the government 
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has not the deficit any more and at the same time 
that the supply has increased. The increase of 
the funds of the private insurance companies has not 
grown as rapidly as Pepe but surprisingly oe 
with the net result that there is a heavy increase 
in the supply of long-term funds for the Swedish 
economy. So, on the capital budget side there 
is a much better balance than we have ever had 
in the post-war period. This means it will be 
easier to carry on the monetary policy under these 
petter balanced positions. 

COMMISSIONER MACKINTOSH: All this 
has as a background your very satisfactory growth 
rate during this period. With a less satisfactory 
growth rate would you favour being pretty bold 
in deficit financing in the expansion of government 
‘expenditures, which you implied have been overdoné, 
in Sweden, in your circumstances? 

PROFESSOR LUNDBERG: During the 
fifties? 

COMMISSIONER MACKINTOSH: Yea, 

PROFESSOR LUNDBERG: I would say it 
was a bad fiscal policy and before the growth of 
the Swedish economy we, most: ofithe time, because 
of this, had excess demand for commodities and 
labour, and the difficulty created by surplus 


liquidity was very difficult to manage. 
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You get some kinds of inefficiency 
out of the excess demand which we had during these 
periods. When entrepreneurs and corporations 
have excess demand for their products and workers 
have a very strong position in the firms, they 
all act ina relatively ineffective way. ‘There 
must be a certain amount of pressure in order to 
make people manage their jobs with efficiency. 

We have had over-mobility of labour. You know 
you can have over-mobility of labour as well as 
too little mobility, and during those periods 
people wer just leaving one job for another when 
they considered it better, and that created 
difficulties for management. Management had 
not the pressure on them of keeping down costs, 
under those inflated conditions in which the 
Swedish economy worked during part of this period. 
Now that had much to do with fiscal policy 

that was too expansive, from this point of 

view. 

I think that after 1957, anyhow, as 
far as we can see, productivity has been increasing 
more rapidly than during the times before, and 
that has something to do with harder competition 
in the world markets, and also more competition 
on the Swedish market and less of excess demand, 

But as I‘have put it in my memo, we 


are aware of the fact that very much of the increase 
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of productivity in any country refers to the fact 
that you must shift resources all the time from 
stagnating branches of activity to the expanding 
ones. In order to do that you can get too much 
of excess demand, so even those sectors of the 
economy which should lose manpower have good times 
and the others have over-good times, and you get 
bad results. On the other hand, you can have 
such sluggish and low demand that even growth 
industries have difficulties so that they will not 
grow and, therefore, you have unemployment and 
sagging in the stagnating industries. There 

is an optimum in between where you have a certain 
amount of excess demand in growth industries, that 
you hope to satisfy by shifting your resources 
from the stagnating to the growing industries. 
That is what we hope to fulfil. 

We know that the times to come will be. 
more difficult, perhaps, than the times past, 
because the shifts of the European markets and 
over-capacity problems coming up mean that 
management and industry have to be aware of shifts 
in resource application more than perhaps during 
the fifties, and that puts great claimson a 
sensible economic policy. 

COMMISSIONER MACKINTOSH: But. you would, 
in periods of slack\demand, favour deficit 


financing? 
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PROFESSOR LUNDBERG: yes, I have not much 
of inhibitions in that direction. There are limits 
even there, however, You might put so much money 
in circulation or have such excess demand that you 
create dis-confidence, and people will react badly. 
How they react depends very much on what they are 
accustomed to, Certain people react strongly to 
any kind of government deficit financing and 
pronounce dis-confidence in the fiscal policy 
and have such powerful positions that difficulties 
in carrying on an expansive policy will be 
created. 

However, in Sweden we have not that kind 
of situation, really, so I think that when we meet 
the next recession, and especially after having 
had a time of government surpluses and orderly 
financing, it will be easier for the finance minister 
quickly to lower taxes or expand government 
expenditure, and thus enjoy the deficit as a 
stimulation to the economy, knowing it is just 
for the time being, without creating trouble. That 
is accepted as a policy measure, 

Of course, as I have made reservations 
before, we might also experience troubles with 
an exchange crisis. So far I have not be@ able 
to explain to you why we have not had troubles, 
However, if I have an opportunity to come back 
here in ten years'itiime we might have "enjoyed", 
in the meantime, an exchange crisis that I may 


be able to explain, and therefore would be able to 
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throw more light on this question than I am able 

to do now, But we are quite open to the possibility 

that our expansive policy might be more limited just 

because of exchange difficulties in a future recession, 
COMMISSIONER MACKINTOSH: I think this 

means the Swedes are not more inventive than 


Canadians in ail fields. 
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PROFESSOR LUNDBERG: We have had lots 
of good luck. I think we have "chosen" a better 
structure for our economy than you have from this 
point of view. As I have said in this memorandum, 
we have not tried to protect all our industries, 
putting high tariffs on and getting secondary 
industries in all fields, but instead, letting the 
development occur under hard competition and letting 
the most enterprising and expanding firms work and 
fight on their own markets with competitors from 
abroad and squeezing the inefficient out of business. 
I think that explains why we have had greater 
possibility of fighting and not getting into troubles 
along those lines. 

| COMMISSIONER BROWN: On the pension 
scheme, did I understand you to say in your evidence 
when you were discussing it this morning that there 
was some method of compensating for the cost of 
living increase? | 

PROFESSOR LUNDBERG: Yes, 

COMMISSIONER BROWN: Could you describe that 
to us? 

PROFESSOR LUNDBERG: Yes. It is very 
simple: the people now paying pension premiums have 
been promised pensions in future related in the real 
value terms. There is a consumption price index 
accepted as good evaluation of what the costs of 
living are and will be, and the pensions being paid 
out will not be paid out according to actual 


premiums and nominal values paid in now, but according 
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to the actual value of the money when they get the 
pensions. So, they pay and are promised pensions 
relating to the future level of wages for the living 
population at that time. It is a guarantee as to 
the standard of life in relation to the living 
population at that time. The philosophy behind 
this is simply that those people working now for 
the future of the Swedish economy are really 
investing and working and saving for the living 
generations that will support them in the future. 
They have done the job that makes the future standard 
of arotsie what it will be when they are pensioners, 
and they should have a part of that standard of 
hife.; So, it is a very generous kind of scheme 
from that point of view. Looking backward I think 
the old system was a kind of cheating. When people 
had paid premiums from before the first World War 
and are getting nominal values according to the 
premiums paid at that time, that is really bad from 
equity point of view, honaneapatiie Swedish 
scheme might neanxtroubles also. It will mean as our 
population is aging that it will be a heavy burden 
on the future generation. 

COMMISSIONER BROWN: Is this a pension that 
comes as a right or only to those who have contributed 
to it? 

PROFESSOR LUNDBERG: There are lots of 
complicated transfer difficulties. : With those 
people now paying who are over 50 years of age, they 


will not get the full pension, but they will get more in 
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1 relation to what they pay in premiums, They are over- 
2 compensated in relation to the premiums they have paid, 
3| but they will not get the pensions in relation to the 
4 people who will have been paying for 30 years, Every 
5 person in Sweden now is collecting pension re and 
6 pension points are related to what kind of wages they 
7 have on a certain basis up to the amount of 30,000 

8| crowns (in 1960 value of money) -- a little less than 
9 a professor's wage, So that, the pensions will be 

10 graduated in relation to the wages and salaries that 
11 people have been earning during their working then 

12 up to a certain limit. There are possibilities for 
13 people in the higher wage groups who have pension 

14 arrangements to complement and add to their general 

15 pensions by private insurance companies, as bietshat 

16 but that is oubeide this scheme, It has been the 

17 argument among the labour population in Sweden -- 

18 the socialists and trade union people -- that our. 

19 society is a class society still, not in the least 

20 fnemibye point of view that salaried people and 

21 people with higher wages had better payments and 

22 Sickness allowances and pension rights, and the workers 
23 were very poorly endowed in that regard. Now, with 

24 this pension reform, they are very much in the same 

25 positions as the white collar workers; they have about 

26 the same pension rights as the salaried workers -- 

27 corresponding to about 60 per cent of wages during 

28 active life. That is a good standard of living and I 
29 think it is too ambitious, — because the current 


30 cost of keeping alive when you are old, nct having all 
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family fospéndenlervies, is much lower, It has been 
a heavy competitive pressure between political parties 
to take care of these possibilities. It is not 

only the socialists' fault that the reform has become 
very generous. The other parties have been as active 
in that regard in order to earn votes, 

COMMISSIONER BROWN: This seems to be a 
world-wide phenomenon, 

PROFESSOR LUNDBERG: yes, The important 
side of this scheme is that it means that it is much 
easier for entrepreneurs to take on old workers and 
old salaried people without the heavy cost of their 
pensions when they take them, So, “At 'also Helps for 
mobility of labour. The pension right is 
independent of where you work -- this right of 
earning pension points. It follows you through life. 

COMMISSIONER MACKINTOSH: I would like to ask 
you one or two things on a matter that you have already 
spoken of to some degree. To what extent is there need 
for in the Swedish economy 2 wage policy? How do you 
a ate a ih da position of the workers and 
the increase tatieads which is apt to result? 

PROFESSOR LUNDBERG: It is a very great 
difference from the Dutch position, as you discussed, 

I think, yesterday, where they have a central board 
with some very strong powers, potentially, to regulate 
and determine the policy of the country. The 
Australians have compulsory arbitration and courts of 
that nature. We have nothing of that kind. Both the 


employers! unions and the trade unions fight against any 
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government interference into the wage determination of 
the country. They like to keep to their own ways of 
determining their wages and feel that the labour market 
should be free from government interference. There is 
a very strong belief in this from the trade union side 
as well as from the employers! side. They are 
completely united in this respect, 

our finance ministers have many times taken 
up the problem with the trade union leadership and 
said, "Now, you should be restrictive and not carry 
on that kind of wage policy and demand too much and 
too high wage increases in this situation. You are 
making it still more difficalt for me as finance 
minister to carry out my duties in regulating the 
economy and trying to avoid inflation." The trade 
union leader has always answered, "It is not our job 
to concern ourselves with the value of money. That 
is your job as finance minister, We cannot in 
relation to our workers say that we have abstained 
from using the wage ancrease possibilities when the 
entrepreneurs have been willing to pay us more because 


of the high profits", 
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"We would be dismissed by our workers, 
and great dissatisfaction would arise if we took 
on the burden and the job of demanding less 
wage increases than we know can obtain out of the 
entrepreneurs! profits. So, please don't ask \9s 
this," So they say to the finance minister 
and the head of the Riksbank, "You must carry 
out your policies so that there will be no excess 
demand for labour,so that the entrepreneurs are 
not offering us too high wages and tempting us. 
dt is your job to do this and we will see to it 
that the general wage level will be adapted to the 
kind of situation you are creating by the policy 
and that big wage differentials do not develop." | 

It was a different situation in 1951- 
1952 when the responsible trade union people 
demanded 20 per cent, They said, "The entrepreneurs 
are willing to pay, and you carry on a reckless 
finance policy so that we have to demand these 
wages, We are sorry for you, but what can we do 
about it?" 

From this point of view, you might say 
that this is no wage policy at all, but I maintain 
that it is in a way. Our trade union leadership 
is very centralized, We do not have at all that 
kind of Eriglish, American or Canadian rivairy 
between the trade unions, and that makes the thing 
much easier, For the white collar workers the 
trade union is also centralized and very strong. They 


carry on wage negotiations for the coming year starting 
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1 in November and concluding in about March, They make 


something like a central wage directive to the different 
3 trade unions all over the country, and they try to 


find out what the employers will pay, what the workers 


4 

5 are demanding, and what the pressures are, and they 

6 fill all this out with a tremendous amount of 

7 negotiation and research, From this comes a general 
8 crystallization of 4 per cent of 5 per cent general 

9 wage increase with some kind of differential according 
10 to the different branches of activity that seems 

1 reasonable ‘7 order to repair some unacceptable 

12 Ahaha tithe that have appeared in the last few years. 
13 When the trade unions work out the differentials in 

14 the factories they follow the central recommendations 
15 very closely. 

16 All this means there is not a wage policy 
7 from the Dutch point of view at all, It is a market 
18 policy where the trade unions and employers' unions 

19 fight very vigorously with the menace of lockouts 
20 and strikes in the background. However, we have 

1 not had a strike since 1945 of any considerable size. 
22 There have been very few hours lost -- some few, 

23 but very little of it. 

24 We have a labour court which is very effective 
BB in seeing to it that no collective agreements break 


26 down during the time of the agreement. That never 


27 happens in Sweden, because of the acceptance of the 
28 judgment of the court, There must, of course, be 
29 Some menace of something in the background such as a 


of lockout or a general strike. So that the policy is 
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that the employers'unions and trade unions try to 
work out what is tolerable and what is acceptable. 

The policy means that they try to adjust wage changes 
according to the developments in the different sectors 
of the economy. They would see to it that the 
entrepreneurs in 4 particular activity, whether it 

is one with low profits and no active trade, that there 
will be lower wages or keep down the wage increases 
too much, There may be a certain tolerance, but not 
too much, and that will be quickly taken back 

another year. 

It is, as I have said, a central wage 
policy from the point of view that it is big 
organizations to bargain and fight out the general 
development of wages, but it is not a government 
policy. They can only indirectly influence the 
situation by the type of economic situation, and 
demand for goods and labour that is created by 
pobicy. 

The difficulty with this kind of wage 
policy is that we have so much piece rate wages, 
and this means when new machines are introduced, 
new deals and wage bargaining always continuously 
happen. There is the wage slide when there is a 
high demand for labour. So, if you look at it in the 
general development of Swedish wages, you will find 
half of the wage increases over time are explained 
by what we call wage slides; that is, outside 
collective agreements. These wage slides will be 


determined and will fluctuate over the business cycle, 
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so that if there are boom times wage slides will be 

higher, and much lower during recessionary times, Each ydar 
or each second year when there are general collective 
bargainings account will be taken of what. has happened 

on the wge front with these slides so that unjust 
differentials can be removed, I do not know if I can 

make myself clear, Books have been written about 

this, and I cannot explain all this in just a short 

speech, 

COMMISSIONER MACKINTOSH: That is very clear. 
I gather from what you said earlier that an essential 
element in thisprocess is a pretty strong and pretty 
sophisticated bureaucracy in the labour movement so 
that they are extremely well informed? 

PROFESSOR LUNDBERG: One interesting 
feature of the trade union movement is that they like 
private enterprise. They don't like socialist and 
government enterprise because it is no fun to fight 
them. It is very easy to be government controlled 
if it is a government enterprise. The union people 
are very strong in holding on to a very big private 
sector in the economy to enjoy this fight with private 
entrepreneurs and squeeze profits out of them. You 
Will notice among trade union people that their 
attitudes are very strong for free trade, free 
enterprise, free collective bargainings, and mobility 
of labour, and they are very strong advocates of 
competition from abroad. Also, a strong hoid for 
private enterprise in Sweden is taken by our co- 


operative societies; they play a very great role in 
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Sweden. A large sector of retail trade and also a 
large sector of production is carried on by a very 
big co-operative control movement, Although many 

of the leaders are socialist and trade union lakante, 
they also "love" private shecroe ibe because they like 
to compete with them. They like tor chow they are more 
effective, and they are very strong pleaders for 
avoiding measures that would put difficulties in the 
working of competition in the Swedish economy. The 
private people, especially in retail, often do not 
understand what a strong defence for private 
enterprise these co-operative movements, as well as the 
trade unions, really are against people who would 

like to go on with more interfering and more 

Da ks ak measures than our socialistic government 
is actually carrying out. 

THE CHAIRMAN: I wish to thark you very 
much indeed, Professor Lundberg. We have had a 
most interesting day. Your comments and the 
information that you have provided have been very 
helpful to our deliberations. 

PROFESSOR LUNDBERG: Thank you. I have 
enjoyed these sittings very much, and I hope JI have 
succeeded in making myself GndeHivood. 

THE CHAIRMAN: We will adjourn now until 
9:15 tomorrow morning. 


---Adjournment, \ 
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PROBLEMS OF STABILIZATION POLICY IN SWEDEN AND CANADA 
In this memorandum I have tried to give an 
account of stabilization policy experiences in Sweden 
during the last decade that might be of interest from 
Canadian viewpoints. In order to avoid the danger of 
easy generalizations from Swedish experiences, I have 
presented a short account of some similarities and 
differences between Canadian and Swedish economic 
structure and economic problems. It is clear to me 
that much of the political milieu, the financial 
_Structure, the credit institutions a.S.9d. are 89 
different between Canada and Sweden that no easy and 
mechanical eudnditen of knowledge can be made. On the 
 tineye hand also, the differences in attitudes and 
methods of approach may be stimulating for a discussion 
of policy problems. I hope that it is clear from the 
text that I am quite critical of various parts of 
Swedish economic policy, although I naturally try to 
put special emphasis on the policy achievements in 
Sweden that seem most interesting from a positive point 
of view. My very tentative recommendations as to the 
approach to some Canadian stabilization problems are 
made in a humble consciousness of well-balanced ignorance 
of political economies in Canada. They are just put 
down aS a reaction to the Canadian problems from the 
point of view of the policy attitudes in Sweden and are 
presented here in order to give emphasis to important 


differences in both policy problems and policy attitudes. 


1. Some similarities and differences in Economic Structure. 


When comparing Canada and Sweden, there are 
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certain common features of economic structure and 
similarities ned prod dey problems. From this point 

of view, it is of interest to. compare the growth and 
Stability experiences of the two economies. chars are, 
however, at the same time, interesting dissimilarities 
in the experiences of the two countries from which some 
useful knowledge may also be extracted. 

Let me first mention some common features as 
to economic structure: We have in the main to do with 
free enterprise economies - referring to industry, 
trade, agriculture, banking and the rest of the 
financial system. Both countries have relatively 
high national income per capita and high dependence on 
foreign trade (exports being around 20 per cent of 
gross national income). Exports depend in both 
countries on a large extent on internal raw material 
resources (from mines and forests). Both countries 
are highly industrialized. The gross investment ratios 
are of the same order, of size although higher in 
Canada up to the middle of 1950's; around 1960 
Sweden seems to have the higher ratio. There are 
relatively large Government sectors in the two 
countries. Both countries have ptallar positions 
vis & vis "super-neighbours" in the South (USA and 
EEC respectively) as*most important trading partners. 

There are also fundamental similarities as 
to targets of economic policy: Full employment, 
stability of the price level,equilibrium in balance 
of payments, stable and rapid economic growth. Also, 


the methods of policy are in a general way the same, 
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with reliance on a mixture of monetary and fiscal 


policies for reaching the stabilization targets. 


Let me now mention some dissimilarities. 
Canada is relying on a- considerable amount of capital 
imports from USA. Sweden has not had sustained long- 
term capital imports since before the first World War 
and had even sizable capital export during the inter- 
War period. During the pidt-way period, long-term 
capital imports and exports have played no role in 
Swedish economic development. This means that the 
gross savings in relation to national income coming 
from internal sources: seem: to have been higher in 
Sweden. Sweden, therefore, misses the type of 
complication in policy problems that arises out of 
high dependence on capital imports from a dominating 
power like USA. 

Sweden's exports have a more happy 
composition (from a stabilization and growth point 
of view) than Canada’s. The raw material component 
of iron ore, wood products and agricultural products 
is lower. Instead, in Swedish exports, such products 
as high quality steel, ships and especially engineerin 
products take a large and rapidly growing part. The 
result is also that Sweden's export volume has been 
increasing nearly three times as rapidly in relation 
to real GNP as Canada's. 

Population and labour force developments 
are very different. Canada has about the highest 


birth rate of the industrialized nations, Sweden the 
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lowest. Also, because of a much higher rate of 
immigration, the Canadian labour force has been 
increasing much more rapidly than the employed 


population in Sweden. 


Canada is a relatively protectionist country; 
aimee has about the lovee’ tariffs of all countries 
in the world. Here there is an important difference 
in attitudes determined by historic traditions, economic 
structure and Aevaepaiae conditions. . The Swedish 
outlook is determined by a strong general belief in 
Vigorous foreign competition as a necessary condition 
for efficiency in industry as well as for effective 
price competition. This attitude is, (as a principle), 
common to both labour and employer groups. There is no 
belief in labour (or socialist) circles that socialized 
eorporations under planning work more effectively than 
private industry under competition. It is hardly 
necessary to mention the more fundamental: difference 
that Sweden geographically is a very small country in 
relation to Canada (about 5 per cent of the surface 
area). This creates a difference in handling pba20nal 
problems. In Sweden, an active labour market policy 
is one of the new important parts of economic policy 
and this implies, among other things, various measures 
to create higher labour mobility between jobs, branches 
of activity and regions of the country. It must be 
easier to create a satisfactory regional mobility in 


a country like Sweden than in Canada. 
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2. Economic policy problems. 

Although the main targets are the same, the 
policy problems have a different accent in the two 
countries, partly because of varying kinds and degrees 
of deviation from the goals. Sweden has had more 
trouble with inflation than Canada, the rise in the 
cost of living index being in average about 4 per cent 
per year over the whole post-war period. The problem of 
a too rapid increase of wage costs is a burning issue 
in Sweden - not least from the point of view that Sweden 
has a relatively high wage-cost level (in relation to 
all Western Europe competitors). It is also apparent 
that excess demand problems have been much more in focus 


than in Canada. 


On the other hand, Canada has had relatively 
more trouble with the stability of growth than Sweden. 
Sweden has had less of business cycle recessions of 
production and employment than Canada - although Sucaee 
also had unemployment and stabilization problems in 
1952-53 and. 1958-59 that had to be taken seriously. 
Sweden has had no experience of a longer stagnation 
period, with none or very little growth of national 
income per capita, as in Canada over the years 1957-61. 
Sweden's economic process has been relatively stable over 
the whole post-war period, with a somewhat lower rate 
than Canada's; but on a per capita basis, Sweden seems 
to have had a more rapid rate of growth. In fact, there 
has been relatively little discussion in Sweden about 


insufficient growth in comparison with other countries. 


eit ,emse oft sts atoaret nism edd iqnicadtdla eo ben! 

cw edd of tneoos tnevtettib 6s sven emelderq yotieq 
2ee1geb bos abnin antyisv Yo seugoed ylta@ag yasbrtauco 
etom Bed asd nebewe -Blsog sit _ mort nottstveb tc 

edt nit salt odt .sbensd nedd eottalion did Ew elductd 

Soke’ teq #. tucds ensiseve ot anted xebat antves tc sti 
te mefderq oT .betreq camsace adenine sdi xsve 188% 19d 
evaet gainwud g et munsica egew ‘tc wenedent biger sce! 8 
nebowe sie wofv ‘tc tnicq edt mort tegel ton - nebene nt 
ct meitstler mt) Level fe dine Hae dgtd Yleviteley s asd 
tnesreqags cele ak tI ny See radial eqetmwa ienduart fis 
avoot mi ik tee fesd eved sates briemeb easoxe dad? 


esbansd at net 


ylevidelex bel asd sbensd .bosd serte ett m0 
Mebewe osdd ddworg to yiiftdgde ord cd tw efduo rt erom 
tc anokeasos: efoyo aeenbeud to arses beri asd nebewe 
Nebewe nmgucdtiae - sbaensd oad? tnemyolqme bas neftdouborg 
ak ameldcorq mactisstitdete bis tosmyolquent band oeis 
Vievettee oexst od ot bed tend C2@-8aeL bog Se-ga0or 
Ncligngsia teancl e te sonetiegxe cm bed gad nobewe 
fencligsn he Adwetg efldtie YIsv te eon ditw ,.betregq 
-£0-T@CL arsey ot seve oharnt nf as .stdiqso teq emcont 
tove eldaete ylovitsiet need es azecong otmencos e'nebowe 
sist. towel tarlwemoe ge dd iw eboiwtsq tewedacq eicnw ont 
ansse tebewa .atasd stiqes sq s nc awd .e'shered oars 
Sted? ,dogt ni Mtwoxrg to sts btasi evem s beri even: of 
tueds nebowe nt nokeewoetbh eLtt£re ylevitelsy need esr 


.e@ettinuco tedte Adiw neatisqmco at diwors tnetottivent 


Nethercut & Young AAT 


Terente, Ontario 

The fact that real GNP has grown more slowly during 
the post-war period in Sweden than in some other 
countries in Western Europe (as Germany, France and 
Italy) has been taken with great calm. The starting 
level of the post-war expansion has been high in 
Sweden (as well as in Canada and USA) compared with 
most other European countries. If a longer-term 
growth rate (reckoned for instance from the 1930's) 
is considered, Sweden ranks with the highest among 


comparable countries. 


The balance of payments problems seem to have 


been more disturbing in Canada than in Sweden. As 
mentioned above, Canada's dependence on capital imports 
and the composition of Canada's exports (with a slower 
growth rate) must imply greater risks for exchange 
disturbances. The rapidly expanding markets of 
especially Swedish engineering products has implied 
good “space for internal expansion" without narrow 
balance of payments restrictions. Only in the year 
1947 (after an appreciation of the Swedish Crown), did 
the Swedish Government succeed in creating an exchange 
erisis. In away, it has been a continuing surprise 
to many economists that since then - with rather 
complete import liberalization and full convertibility 
(except for capital movements) - the Swedish payments 
position has been kept in equilibrium (with slowly 
rising exchange reserves) in spite of heavy demand 
pressure inside the country and an average rise of 


wages per hour of about 7 per cent per year. 
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I think it is important to observe that the 
above account of policy problems seems to imply that 
the Swedish problems have been and are "easier to 
handle" than the Canadian ones. Efficiency of 
einen ant de policy must of course be measured with 
regard to the difficulties involved, i.e., to the 


potential deviations from the targets that tend to arise 


as Differences in policy attitudes. 


It is interesting to notice some rather 
fundamental differences as to policy attitudes. The 
Swedish Socialist Government has relatively few 
inhibitions with regard to interference in financial 
markets with its policy instruments. There is ‘ pro- 
pensity to experiment with new devices in order to keep 
full employment or to dampen down an inflationary boom. 
In Canada, there seems to be more of conservatism in 
this regard. The Canadian Government seems to have 
more with respect to the effective functioning sregwdads 
and financial markets; these should, if possible, not 
be disturbed with policy measures that could create 
undesired anticipations. The Swedish Government and 


Central Bank show rather little concern in this direction. 


However, such a difference in attitudes as 
discussed above is not general. In other respects 
there may be contrary positions. I mentioned above the 
attitudes to protection ana roreten competition on the 
home market. An important aspect of this issue is the 
Swedish attitude to the functioning of the labour market 


Also, in this respect, there may be a difference from 


edd tent evrsede cd tastaoqmt ab tt. datas D4 set ont 
dsdd yiqmi ct emsea emeiderq yotleq te. taucoos evcds 
cd telase" ove bas need eved emeldenq datbewe odd 

tc Yomotoltild .genc aptbensd odd oedd "efbosd 

d3iw bewwesem ed servco tc saum yotioq ab anbtnare 
edt ot geet ybevlevnt asttinottttb edd.ct bisRer 


setts cd bnet tsadd ategied end? mort. anctistveb Latinetog 


waebustise yoticg nt zeonersttid i 


todd sx emca soficn ct anttasretnt ys $I 
eit .eebustitts yolicg ct ag asoneretttb Istosmebriut 
wet Ylovidslou asd deommrevedD tatistoc® detbewe 
{(gtonsatt ot slcctailiansc iliac ot bisgex déiw ancittdidat 
“as 6a sient pe ae ee yYotfcog asi ddiw ateoxdaem 
qeed ct aabtc nt ecotveb won détw tnomtteqxe ec? ytteneg 
ofcod YYsnetisltat og aweb feqmeb of te gnemyciqme LLyt 
if mettsvasence te stem ed ot emese oredd .8Osos0., al 
oved ot amesa Jnemarevced nstbened. edt sbreget aids 
Rian es aiinottonut evitostie edd ct tosqeer dviw excm 
ten ,sfdleecg tk .biucda sasdd ‘eT ont sm began shihas 
sigeto bluco deft ze svasam yolloq ditw bedtusetb od 


bas tnemmrteved datbew8 oAT aiclisgqiotias beyteebhay 


rv 


Joertb atdd nk axeonco elsoil sed¢sy wode dasa laetined 


es eebutittts at sonersttib g dove eT9vewcoH 

atvosqast redic nal efeteneg ten at eveds bseauoetb 
edt sveds bencktinem I eancliitacq yrettnco ed yem eredi 
ent no nottideames waters? bee ficltosde1q ct aebudtiis 
edd af ovueet atdi tc tosqes tostrtoqmt nh otowrem cane 
sitam wodsi oft to gntnottonut an od ebuttids Salbowt 


’ a 


mort SsonevteTtib » ed Yem oxodt etoeqast etdd nt .oafA 


Nethercut & Young 


Terente, Ontaric 


Ao 9 


the Canadian approach. .In Sweden, the policy issue is 
how to make the labour market function more effectively 
along the pattern of a free market. High mobility of 
labour between skills, jobs, branches of activity and 
regions are taken as prerequisites of an effective 
functioning. Effects in these directions are sought 

by: means of a system of well informed labour exchanges, 
their activities including payments to workers for 
moving and for training to new jobs. A Government 
sponsored general pension scheme implies that there is no 
extra cost in taking on older workers. Efficient 
functioning of the labour market depends very much on 
how-close to equilibrium of demand and supply the 

labour market is. Big excess or deficit demand conditions 
will tend to cause bad use and allocation of labour 
resources. A characteristic feature of the Swedish 
labour market during the post-war period is a considerable 
scarcity of workers (with many vacancies) within the 
rapidly growing sectors of the economy. This situation 
has implied relatively frictionless absorption of 
unemployment coming from agriculture and textile 

industry , so that the general unemployment rate has 

never surpassed 4 per cent. A conscious wage policy 

is also part of this scheme, aiming at economically 
justified wage relations. This means for instance 

that industries and firms with low productivity should 
not be subsidized by having relatively cheap labour. 

The underlying theory is that productivity-raising 
changes in the structure of the Swedish economy will be 


accelerated if labour, by being about as expensive as 
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in the growth industries, is quickly squeezed out of 
firms and branches with low efficiency and by means of 
an active labour exchange policy, transferred to expand- 
ing fields of activity. It is this type of philosophy 
that is underlying the active labour market policy 
carried out:in Sweden, certainly with a considerable 
lack of perfection in various respects. It is important 
to remember this philosophy as a background when 
discussing the monetary and fiscal stabilization 


measures applied during the post-war period. 


4. Policy instruments used in Sweden. 


It may be convenient at this point to describ 
the main monetary and fiscal policy instruments applied 
during the last ten years in Sweden. It is natural 
to start with policies carried out in order to dampen 
excess demand (inflationary boom) conditions that 
Sweden experienced during the periods 1955-57 and 1960-61. 
In both eases, one of the main difficulties of wae triate é 
policy came from the fact that large budget deficits had 
created excess liquidity in the private sector and 
especially within the banking system. There was, 
however, a fundamental difference between the two period 
in the method of dealing with the inflationary forces 
emanating from excess liquidity. In the first period, 
the main approach was to neutralize the liguid funds 
that flowed to the banking system and to the corporation 
as a result of financing large Government budget deficit 
by monetary expansion. During the second boom period; 


the monetary authorities aimed instead at absorbing and 
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mopping up the surplus liquidity that had been created. 


A combination of monetary and fiscal policy 
measures were tried out from the beginning of 1955, 
when a pronounced investment boom was on the way in 


the private sector of the economy. An investment tax 


was introduced from the beginning of the year. A levy 
of 12 per cent on actual expenditures (above a certain 
minimum) for machinery and building (not dwellings) 

had to be paid. This type of measure had been used 
temporarily at earlier occasions. The important point 
was that this extra investment cost should not be 
regarded as being of permanent nature. In that case; 
there was apparently a great risk that the investment 
tax would behave as an extra cost-push factor and thereb 
be built into the price system. In actual fact, the tax 
seems to have had a.strong postponement effect, stimulat 
ing corporations to wait whenever possible with their 


less urgent investment expenditures. 


The level of interest rates was increased by 
about 1 per cent in the spring of 1955 at the same time 
as the requirements on liguidity ratios of the banks 
were raised. These measures were enforced by regulating 
bank advances, prescribing certain ceilings. This type 
of credit regulations was complemented by a more permanent 
Central Bank control of-bond issues - referring to 
communes as well me private corporations. All these 
measures ar aenyly. implied severe regulations of the 
eredit and capital markets and strong elements of 


eredit rationing. The credit restrictions were mainly 
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directed towards the commercial banks but the measures 
were complemented by looser agreements with savings 
banks and insurance companies with regard to their 


investment policies. 


One typical Swedish feature of this regulation 
of the credit markets is that the liquidity requirements 
and ceilings on advances were founded on "voluntary" 
agreements between the Central Bank and the financial 
institutions. AS a necessary background condition for 
reaching such agreements, there is a law for regulating 
liquidity quotas. This law was not enforced, however, 
as the banks preferred to accept this more flexible 
method of voluntary agreements, or recommendations from 


the side of the Riksbank. 


It should be observed that "liquidity" ratios 
recommended to the commercial banks seve a Wider content 
than the corresponding Canadian concept. It includes 
long-term Government bonds as well as bonds issued by 
Government mortgage institutions. It is clear from 
this wide concept of "liquidity".that the Swedish type 
of restrictive credit policy is combined with important 
elements of Government direction of saving funds for 
special high priority uses. (Government and house 


building financing). 


There is no doubt that the combination of 
monetary and fiscal policy measures (ineluding a rise 
in corporation taxes) had considerable dampening effects 


on the investment boom of 1955-57. In fact the total 
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stock of loans and advances of the banking system to 
industry and trade kept nearly constant during the three 
years - a quite remarkable feature during a period with 
very profitable investment opportunities. The volume of 
investment in private industry also kept stable around 
the 1954 level. According to extensive interview studie 
carried out during 1955 and 1956, actual investment 
expenditures had been reduced by about 15 per cent 

below the plans existing at the end of 1954. This 
restrictive effect could be explained both by the 
investment fee and by the credit rationing, while the 
rise in the level of interest naturally played a minor 


role. 


This achievement of effectively dampening 
investment activity during an international boom is 
especially remarkable when looking at the boom in 
private investment that came about in Sweden during the 
recession of 1958-59. During these years, investment 
in industry increased by 10-15 per cent per year - and 
had in 1961 reached about 60 per cent above the 1957 
level. This anti-cyclical development must, to a large 
extent, be attributed to the quick relaxation of policy 
restrictions that was carried out from the beginning of 
1958. The investment tax was abolished, the level of 
interest rates lowered and credit restrictions abolished 
(except for the issue control). The investment projects 
that had been postponed and accumulated during the boom 
years apparently could now more easily and cheaply be 


financed. This policy, that created a partial inversion 
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of the investment cycle, also ought to have had good 
effects on the wr bit battery Ook investments; costs 
were lower, building materials and labour more easily 
available during 1958-59 than if the investments had 
been made during the boom years of general excess 
demand. One necessary condition for this relative 
success with the stabilization policy during these 
years was of course that the longer-term prospects of 
industry seemed promising. That was apparently the 
case. Expanding public works (with large Government 
budget deficits) and housebuilding during 1958-1959 


contributed to this effect. 


However, there are also dis-economies related 
to an effective stabilization policy. Ina way, the 
Swedish authorities in those years carried out a rather 
clumsy and awkward economic policy. The Government was 
more or less gonieinuoushy creating liquidity at a too 
rapid rate and the Central Bank had, by special RO 
tive methods, to sterilize most of this liquidity. The 
type of intensive credit restrictions and regulations 
that were in force may have had bad effects on the 
allocation of resources. Strict rationing of resources 
usually has effects of this nature. The costs of capital 
- interest rates paid on grey or black credit markets 
and imputed yields on scarce funds - seem to have had 
a large dispersion as between firms during these years. 
Such disparities imply bad functioning of the markets 
for savings and ineffective allocation of capital 


resources. Such distortion effects may be rather 
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insignificant during short periods of restrictive 

policy - but may be serious over longer periods of 
repeated manoeuvres of this type. However, we have 

no possibilities of measuring this kind of productivity- 


dampening effects. 


During the next boom, from the fall of 1959, 
the restrictive policies were, as mentioned above, quite 
different. The main difference refers to active and 
successful attempts to mop up surplus liquidity, in order 
to create a more general monetary stringency than during 
the 1950's. The Government carried out extensive open 
market operations outside the banking system. New taxes 
(a general purchase tax of 4 per cent was introduced) and 
more restraint on Government expenditures, resulted in 
an elimination of the budget deficit. The policy was 
effective in mopping up surplus liquidity also outside 
the banking system. The interest rates on treasury bills 
were raised radically from 1959 to 1960, making ait 
profitable for corporations to shift surplus funds over 


from bank deposits to treasury bills. 


The very restrictive monetary policy that 

Was carried out during the years 1960 and 1961 implied 

a severe pressure, especially on the commercial banks. 
They were partly unable to reach the liquidity ratios 
prescribed, and had during some periods to borrow 
heavily from the Riksbank. It is remarkable, however, 
how slow the effects seemed to be on the actual develop- 
ment of bank advances - in contrast to the experiences 


during the period 1955-57 of drastic credit restrictions. 
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There seems to have been no effective dampening of 
industrial investments; in fact, the volume of invest- 
ment expenditures in industry expanded by 30 per cent 
from 1959 to 1961. This result may, however, be taken 

as partly intended. A high volume of investment in 
various branches of industry was highly needed in view 

of the changing structure of production expected to 
follow the new developments on the Western European 
markets. Severe restrictions on Government expenditures, 
and to some extent on private consumption (a general 
purchase tax), were important complements to the monetary 


policy during these last years. 


Bis The Investment Reserve Technique 


It should be added to the previous paragraph that 
a specific Swedish policy erection - the investment 
fund or reserve method - also had considerable liquidity 
absorption effects during the years 1960-1961. As this 
instrument of economic policy may be of special eeaneees 
I shall, herein, give a general presentation of its 


construction. 


There are, since a number of years, possibilities 
for Swedish corporations to make tax-free allocations to 
so-called investment reserves and to use these reserves 
during special years of low activity. The purpose is 
to stabilize investments in building, machinery and 
inventories over the cycle. During a boom, companies 
may thus set aside from their profits an investment 
reserve which is carried in the books on the liabilities’ 


side of the balance sheet, and deducted from the total 
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profits otherwise liable to taxation. When, in some 
later y Bee the authorities regard the economic 
situation as needing some stimulus, these reserves may 
be released wholly or in part for the immediate writing 
down of certain types of investment expenditures incurre 
during the year. Expressed in a very general way, this 
device means that corporations during boom years with 
high profits can set aside investment funds (up to a 
certain per cent of profits) as a writing down of 
investment expenditures that will be made during later 
years of low activity, when the National Labour Market 
Board gives a general or specific allowance. The 
stimulus to extra high investments (especially in 
machinery) during boom years with high profits, that the 
generous depreciations wis ewes system in Sweden implies, 
may in this way be effectively reduced. In order to 
eliminate the liquidity effects of the investment funds 
that are set aside, a certain part (corresponding to 
corporation taxes that otherwise had to be paid) has 

to be deposited, (without interest yield), in the 
Riksbank. An extra stimulus to use this device is given 
by a 10 per cent deduction from taxable profits of the 
investment fund used. The Labour Market Board determine 
when the investment funds can be used for writing-off 
purposes and also specifies the conditions, e.g. the 
period when the investment expenditures should take 
place. When the funds are used, the deposits at the 


Riksbank are released to a proportional extent. 


The investment fund technique has been applied 
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with success since 1957. During 1958-59, the Labour 
Market Board gave allowance to use investment funds set 
aSide during earlier years, in order to stimulate buildin 
activity. Funds of considerable size were used during 
this time. This policy seems to have contributed 
effectively to the investment boom during the recession. 
However, there has been some criticism to the effect 
that the stimulus from the use of investment funds came 
too late so that the investment boom of 1960 was 
aggravated. The Labour Market Board has now tried to 
avoid this difficulty with time lags - that in fact is 
common to all policy methods - by reacting in an antici- 
patory way during this current year. Some slack in 
activity is expected during the winter season 1962-63 
and, in May this year, the Board has therefore already 
announced the possibility of using investment funds 


during this period. 


AS mentioned above, the investment fund technigqu 
not only means stimulus to investment during recession 
periods, but should also have a braking effect during 
booms. This latter effect refers both to postponement 
of investments and to liquidity absorption. A special 
method was applied during 1960 and 1961, to stimulate 
corporations to "sterilize" parts of their liquidity 
surplus, by aie it very profitable Pie ae to 
deposit 100 per cent of the investment reserve set aside 
with the Riksbank (and not only the tax equivalent). 
This possibility was extensively used, thereby 
aggravating the drain of liquidity from the commercial 


banks. 
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It is of interest to note that the Swedish Government 
has considerable confidence in the technique of invest- 
ment reserves as a method of investment stabilization. 
Earlier - not least in the 1930's - there was much 
belief in anti-cyclical public works as the main 
instrument. Experience has shown how difficult it is 
to build up, renew and use a considerable reserve of 
public investment projects and get a good timing of 
expenditures relating to the short recessions that the 


Swedish economy has so far experienced. 


The application of investment taxes and credit 
rationing - and corresponding releases of these 
applications - are certainly effective weapons, but tend 
to work by chock and be disturbing on private enterprise. 
The system of investment reserve allowances works 
elastically and rather guickly, because it is built on 
a basis of voluntary participation of the individual 
companies and refers to well-prepared projects. That 
measure just gives a location in time that is desirable 
from a stabilization point of view. Ina way, the 
system combines the advantages of centralized government 
Planning with decentralized initiative and private 
knowledge of the merits of each project. The policy 
certainly involves a considerable element of investment 
subsidy (in the form of tax allowances) but it is a 
subsidy given on reliable conditions that the investments 
will really be made and imply effective incentives for 
productive pepe ny In contrast to the various 


measures of restriction that the Government has been 
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experimenting with during the last decade, the 
' technique of investment reserves is a very popular 


device among businessmen. 


6. Can Swedish policy experiences be useful from 


Canada's point of view? 


It is not possible for me ie judge very well 
to what extent and in what ways the Swedish experiences 
may be useful from the Canadian point of view. There 
are always great dangers in transferring experiences 
from one country to another. 

It is clear that in some respects the stabil- 
ization policies. in Sweden have not been successful. 
That refers especially to the rapid rise of prices and 
wages. The monetary policy carried out has been very 
uneven and experimental. A long period of passivity 
with a 3-33 per cent level of long-term interest rates 
was followed from 1954 by ambitious credit restriction 
policies under conditions of excess liquidity and 
scarcity of long-term capital, (with long-term interest 
rates reaching around 5-6 per cent), after which came 
the last phase characterized by a remarkable scarcity 
of liquid funds. Not least, the commercial banks have 
had great difficulties in piduatine to the rapid shifts 
in policy. There is no doubt, however, that the 
restrictive monetary policy measures have had dampening 
effects on the investment booms - and corresponding 
Stimulus in recessions. On the other hand, we cannot 
measure, only guess, that this type of policy has had 
some bad consequences as to the allocation of capital 


resources and has affected firms and branches of 
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activity in a very uneven way. 


It is plausible that monetary policy in Sweden 
has now reached a more balanced stage. There are much 
better general conditions for effectiveness. The 
Government budget is in close balance at the same 
time as the rapidly rising and already large General 
Pension Fund (a big pension reform was decided in 
1960), giving a strong support to a restrictive fiscal 
policy. The possibilities of self-financing for 
corporations in private industry has been reduced 
and will probably continue ba be much less than 
during the 1950's. These factors will imply greater 
dependence of private firms on the credit market - 
and will therefore give monetary policy a more 
strategic position than before. Under these conditions 
it may be possible to reach considerable stabilizing 
effects without the need of the rather drastic 
measures tested deeaiee the past decade. The relatively 
high level of interest rates reached for long-term 
Government bonds - as contrasted to the situation at 
the beginning of the 1950's - is an indication of a 
realistic adaptation to the underlying scarcity 
eonditions of savings. 

It should be added that I have not tried to 
give a full account of policy instruments in the 
monetary field. Only the main instruments actually 
applied have been mentioned. Newly accepted laws 
for regulation of liguidity and cash reserves, 


placement quotas and a law for regulating interest 
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bi ees give potential instruments in the hands of the 
Riksbank, to be used in situations where the more 
orthodox means seem insufficient to govern the 
development of the credit and capital markets. AS a 
curiosity - but also as an indication of the "spirit 

of interference™ - I may mention that the law for 
regulating irehest rates contains provision for 
setting both maximum and minimum rates on bank deposits. 
The hard competition between the different types of 
banks for the scarce savings funds tends to take the 
form of raising the interest rates - and this, especiall 
during times of restrictive monetary policy. The law 
has never been enforced but is there in the background 
as a condition for voluntary agreements to prevent an 


upward slide of interest costs. 


There has been relatively good success with 
policy measures aiming at counteracting recessionary 
tendencies. In a way, this has been an easier part of 
policy than the restriction problem during inflationary 
booms. During the short recessions, originating in 
demand for exports and disaccummulation of inventories, 
the expansionary forces of incomes, consumption, 
government expenditures and parts of fixed investments 
have been strong - partly being postponement effects 
from the dampening down of investments during the 
previous boom. The Government plan of reserving public 
works for periods of slack activity has played a role 
but has not been an important factor of stabilization. 


Yet, the full employment ambitions have reached such 
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high levels in Sweden that there was a fair amount of 
criticism of the insufficiently expansive and belated 
policy during the 1958-59 recession (unemployment 
reaching about 4 per cent). As far as I can see, the 
stabilization results were not bad: the rate. of growth 
of total production was just retarded to 1 per cent in 
1958 in spite of a decline in the volume of exports and 


a substantial inventory dis-investment. 


One good side of the stabilization policies 
carried out in Sweden during the post-war period has 
been that it has not resulted in longer periods of 
retarded growth as in several other countries. It 
should be remembered, however, that the Pelee Beonle® pm: 
policy job has been easier than in countries like 
Canada, Holland, Denmark and U.K. because of the fact 
that there has been no exchange difficulties since 1947. 
This fact in turn can only indirectly and to a limited 
extent be related to current economic policy. Lomeat a 
the devaluation of the Sw. Crown in 1949 (following the 
English pound) meant a considerable undervaluation that 
gave sufficient "international space" for a rapid 


internal expansion. 


When looking at Canada's economic problems 
from the point of view of the Swedish experiences as 
summarized here, my main impression of difference refers 
to the slow economic development in Canada since 1956. 
The policy problems have certainly been very different 
during this period. In Sweden, the problem has mainly 


been to prevent total demand (for investment and 
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consumption) from expanding too rapidly. For Canada, 
the problem is rather how to give the economy a 

stronger push from the demand side. In Sweden, the 

push on total demand has mainly come from rising exports 
fixed investments and Government expenditures - in such 
proportions, by happy coincidence, that exchange 
difficulties have been avoided. As a very approximate 
comparison of the relative strength in these "push 
factors", I may mention that the sum of exports, fixed 
investment and Government expenditures, measured in 
relation to GNP (all in real terms) over the period 
1948-60 have been increasing by a little more than 2 

per cent per year in Canada and by close to 4 per cent 
in Sweden. From 1956, the difference in the rate of 
growth of the push factors (in relation to GNP) is 

much larger: hardly any increase at all in Canada and 
4.4 per cent per year in Sweden. From the point of view 
of economic policy, I consider this absence of "demand 


push" during the last period, a central issue in Canada. 


In the a ceeat stage of the world markets 
for most of Canadian export goods, with special referenc 
to the sluggishness of the bol ScbhBhy? it is certainly 
not easy to "arrange" a strong and lasting push on the 
economy from expanding exports. If - as may be natural 
Prom a Swedish point of view - wetake rapid growth in 
national income and productivity and full employment as 
being of primary importance to the health of the economy 
certain risks must be taken with regard to the value of 


money and the balance of payments situation. From the 
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long-term point of view, a relatively small economy 

like the Canadian economy, must, if possible, avoid 
import restrictions and other forms of strong protection 
An expansionary policy is not inflationary if the 
increase of total demand is matched by elastic supply 
conditions determined by unused capacities of labour 

and capital. Of course, such a policy would be relative 
easy and more or less automatic if there was a simultan- 
eous rapid expansion of the U. S. economy. The 
difficulties with the Canadian balance of payments, that 
will arise if this condition should not be fulfilled, 
may be exaggerated however. Rapid expansion of the 
Canadian economy - corresponding to the pattern of the 
post-war years up to 1957 - would imply increasing needs 
of new investments and therefore high profitability 

in promising branches of activity. One consequence 

of this would again be rising influx of U.S. capital 

in the form of direct investments - perhaps covering 

the deficit of the current balance of payments that 


would be due to rising imports of capital goods. 


Certainly, this is a very general and 
perhaps also fairly irresponsible type of policy 
suggestion coming from a foreigner not knowing much 
about the political as well as economic possibilities 
in Canada. Anyhow, quite specific suggestions of 
policy strategy are necessary in order to make such a 
general approach to an expansive policy realistic. 

I can imagine that one necessary condition for giving 


"snternational space” (of the Swedish case) to such a 


seroin®) volte 
Ymenooe Efeme ylovitslor s.welv to tnicg mret-gael 


Steve ,efdtaecg ti .teum eYaionoos .stbsnsd oft els q 


molvoesexg gnerta lo amet redito bas encliobuteor dnogqms 


edt? Ti yrsnclisltnt gen at votleg Yasnctensqxe oA 


yigque ofvesle yd bedot sn @i bnameb Istcd Ic sagetont 
wwedsl ic eolttosqaso beaunu yd bentmiesdsb encitibscs 
evitsilon od biucw yoileq gs fous .seiv)es 10 bettas shins 
~Sstiumie sg asw exert Lh ebdemetun enel. no <ercd bois Vass 
_ eat .Ymencos .& .U st to oclaneqxe bigest auce 

3sdt .atnemyeq to eoneled oetbsned ot ditiw eettivolitip 
ebelfttiut ed gon blycda nottthnoo atdd If eatus LLiitw 
eng to aclensgxe bitqsH ."%9vewod betstegysxs sd yam 

ead Ta. ntettsq edt ct anlineqaerico - YING 96 nisibengo 
2heen gnlteseront ylamt bivew - Yeel od qu atsey rsw-teoq 
uti Lida’ ttoxg gid ovctersdd hie wthomtaeval won +0 
sonaupsesco end -Vitvitos te eerongsrd gntetmorg, ot 
Iptt@ao .2.U te xl tat antets ed ategs bluow etdt to 
SNitevos aqedyeq - etnemdeevat Joetkb te ore t,.edt ok 
Jed? adnemyseq tc songisd tosrwo odd tc tiolteb sad 


e@bceg faetiqso te adszoqmt gntets ot sub ed biucw 


bos [eienes yisv 6 at etdd «Yinisixsed 
Yoifeg tc sqyd eldtancgasrst Vitis? cals agedieq 
doum agniwend ton tongier0% & mori gaimes acliasugua 
aelttitdktazseg otmencos ag ffow es [sottticg edd tucds 
ic ancitasagsya olttooge stiup .wodyad .ebsnsd of 
8 dove exem od wzebac nt YIseaso9n sts Ygotsite yoticg 
-otsietisenr yotfcq eviensqxs os cd dosciqgs LIsreneg 
gntvis «ct netitbncs yrseasosn sne Jedd entgsmt oso. I 


8 dove.ct (season detbew2 edt tc) "sogge fsnclisoredat" 


Nethercut & Young 
A.227/ 


Terente, Ontario 
policy might be a further devaluation of the Canadian 
dollar. Good arguments as to the existence of a 
potential fundamental dis-equilibrium in the balance of 
payments at full employment and rapid growth bah 
-probably be presented. The rise in the cost of living, 
-following a devaluation, need not be considerable - 
under the assumption of rapidly rising productivity 
as a consequence of the expansion of total demand and 
the prevailing very competitive conditions on the 
world markets. It was certainly quite another thing 
to devalue the currencies in 1949 just prior to the 


Korean inflation. 


In waiting for an expansionary boom of 
Canadian exports, the demand push may have to begin 
with an expansive fiscal policy, (more rapidly growing 
Government expenditures at given or lower tax rates). 
.It is easy to say that monetary policy should support 
an expansive policy of this type, implying that interes 
rates should be kept as low as the balance of payments 
restrictions allow. But it is impossible for an out- 
sider to be more specific as to the measures actually 
needed. It may perhaps be added that if an expansive 
general policy becomes effective, it may be necessary 
to shift to a restrictive monetary policy and take 
account of a potential capital scarcity also in Canada 
just as in Sweden. This just means that monetary 
policy has to be flexible with regard to business 


cycle changes. 


It is rather difficult for me to suggest 
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i nee much of Swedish policy instruments in modified 

= »editions could be tried in Canada. In away, lessons 
3 from Sweden could only be directly helpful under the 

4 condition that Canada reached close to full employment 
5 under rapid growth and had to manage recurrent 

6 inflationary booms. I imagine that the lessons of 

7 rather drastic credit and fiscal restriction measures 


8 might then be helpful. The “productivity friendly” 


9 type of Swedish investment reserve policy may be 
10 something to consider in some revised form, fitting 
11 into Canadian taxation conditions. At last, I would 


12 especially like to refer to the positive Swedish 


13 experiences of an active labour market policy. Rapid 

14 || expansion of productivity under high and rising 

15] employment presumes continuous changes in the economic 
16 structure. Factors of production have to shift 

17. extensively and smoothly from contracting and stagnating 
18, firms and branches of activity to the growth sectors 

19 of the economy. High demands are raised not only on 

20 the effective functioning of credit and capital markets, 
21 but also on the mobility of the labour force. This 

22, expression does not only refer to geographical mobility 
23 and mobility between branches of industry, but aiko to 


24 mobility between skills. Vocational training schools 


25 and programs, within and outside the companies, are 

26 expanding very rapidly in Sweden. Growing emphasis is 
27 
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Nethercut & Young 
A. 29 
Toronto, Ontario 


laid on the efficient functioning of the labour market 
and on the adaptability of labour to changing demands 


as strategic factors of economic growth. 


Stockholm, 
August 13, 1962 Erik Lundberg. 


: ‘ 
, =n e a 
ro an rn a) 
Oo . 
ts eA 

~e. 7 


» 4 ~ i. is 9 a \ 


= en 
ep ey} oni 


| et ee tte edd ne | biel 
” i a 
a ‘adits gatgnaiis ed boneless to iat ati ord pot ‘ 
ot =: iy 
oT  eltworg etinenops tee 5 ati’ otaotente’ be 


— = — - 
=. ez 
ae) 


_ a 
- ‘o ee ee 


™ aT od eyo hetero ahead) eed ne re e00n6 


| PEON 7 | .micddtocse 
eBtedband Nie oe eh “) S000 (el teugua 


oa a. 


~ 
e 
— 
ay 
> 
" 

i. 

. 
i? 

f 
ay 

"a , 


¥ 


ee ih 4 
‘e cr" ; i’, i 
~, rib 0, itt ‘ 
rh varie uff pee 


Paty a - 


nr Vis 


Ut ¢ 
a 
iy 
. 
- wo 

' Nas 

a 

‘ 
. 
“ 
‘ 
‘ 
‘. j < 
~s 
ry 
“~y i 3 
i 
+) 
. 
a ‘ 
‘> 
, vy j is , ® i! ‘ - j 4 
f ‘ : - i ap 


iu ahs a) 
iW ‘_ oy «8 a 7 ) rr 0 V i. as ' 
\ ae are DA) OA ee ee 


f 7 


on yee So aa a 


oan 


an i OF fies A 


q ; , : 
a) : | 

’ ; f ah 
A) ci hn Oar 


a 


ae “ 


fi ri ke oP asa 4 Nene oh 


1 


1 - ; 
1 : Li Ay i 7 ; 
i ae, j ae vane 
ery j Orr ee 4 _ 
rs ¥ i t 
aby ‘‘ bY 
is ss 
4 ; 
"Vy x 
c¢ i 
+ 
' 
hi 
i ih, ' 
ea) 5 
i ne 
) 
- 


he 


meant spite nea oath i 
is 9 mh Baer arenes 


Salesieeaet 


